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FINANCIAL  CONDITION,  INVESTMENT 

PRACTICES,  AND  THE  BOARD  COMPOSITION 

OF  CORPORATE  CREDIT  UNIONS 


THURSDAY,  OCTOBER  6,  1994 

House  of  Representatives, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met,  pursuant  to  call,  at  10  a.m.,  in  room  2128, 
Raybum  House  Office  Building,  Hon.  Henry  B.  Gonzalez  [chairman 
of  the  committee]  presiding. 

Present:  Chairman  Gonzalez,  Representatives  Kennedy,  Orton, 
Leach,  and  McCandless. 

The  Chairman.  The  committee  will  come  to  order. 

Hearing  no  objection,  under  the  rules  we  are  supposed  to  have 
at  least  one  other  member  of  the  committee,  particularly  minority, 
but  I  am  sure  they  are  on  their  way.  I  think,  though,  that  1  will 
take  advantage  of  hearing  no  objection  to  proceed. 

This  morning's  meeting  is  very  important.  We  are  in  a  period  of 
time  in  which,  as  I  explained  at  yesterday's  hearing,  that  the  inten- 
tion is  to  adjourn  Friday;  that  is  for  the  election,  and  if  that  hap- 
pens, and  who  knows,  then  the  push  is  on  and  members  have  a  jil- 
lion  things  they  have  to  do  that  are  scattered  all  over.  There  are 
other  hearings  going  on.  But  in  view  of  the  fact  that  we  will  have 
a  joint  session  to  hear  President  Mandela,  I  think  we  ought  to  pro- 
ceed with  these  preliminaries. 

Last  Thursday,  the  Banking  Committee  held  a  hearing  to  exam- 
ine the  financial  condition  of  the  credit  union  industry  generally. 
At  that  hearing,  the  National  Credit  Union  Administration  dis- 
cussed the  actions  that  were  taken  in  regard  to  different  areas  of 
the  credit  union  industn^  that  needed  careful  attention.  One  such 
area  that  has  been  identified  for  improvement  by  Chairman 
D'Amours  and  the  NCUA  board  is  corporate  credit  unions.  Today, 
the  committee  will  hear  further  testimony  on  that  subject  from  a 
wide  range  of  witnesses. 

Corporate  credit  unions  are  the  second  tier  in  the  credit  union 
hierarchy.  They  provide  liquidity,  investment  opportunities,  and 
other  services  to  credit  unions  which  are  commonly  referred  to  as 
"natural  person"  credit  unions.  U.S.  Central,  the  largest  corporate 
credit  union,  often  referred  to  as  the  credit  union  industry's  central 
bank,  provides  services  to  other  corporate  credit  unions.  Although 
most  credit  unions  have  access  to  the  Central  Liquidity  Fund  and 
the  Federal  Reserve,  a  vast  majority  of  them  choose  to  utilize  the 
privately  owned  corporate  credit  unions  for  their  liquidity  require- 
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merits.  In  turn,  corporate  credit  unions  utilize  U.S.  Central's  serv- 
ices instead  of  going  outside  the  credit  union  movement  for  invest- 
ment and  other  advice. 

Mine  and  others'  primary  concern  with  this  unique  structure  is 
the  fact  that  the  industry's  largest  trade  association,  through  inter- 
locking directorates,  has  £m  inordinate  influence  over  the  oper- 
ations of  U.S.  Central  and  about  one-half  of  the  other  40  corporate 
credit  unions.  Given  the  trade  association's  broad  financial  interest 
and  the  multiple  services  it  provides  to  affiliated  credit  unions,  the 
question  of  whether  or  not  credit  unions  are  compelled  to  use 
CUNA-affiliated  corporate  credit  unions  and  services  despite  the 
availability  of  superior  services  elsewhere,  is  of  legitimate  concern 
to  the  Congress. 

It  is,  therefore,  extremely  important  for  the  Congress  to  examine 
the  framework  of  this  unique  structure  to  ensure  that  a  trade  asso- 
ciation does  not  have  the  ability  to  exert  undue  influence  over  cor- 
porate credit  unions,  the  industry,  and  its  regulator. 

The  savings  and  loan  crisis  taught  us  that  a  trade  association — 
and  I  say  the  savings  and  loan.  It  really  is  beyond  that.  It  includes 
every  American  financial  institutional  activity,  commercial  banks 
and  the  like,  and  we  are  not  out  of  the  woods.  What  has  not  gen- 
erally been  noted  or  perceived,  that  I  know  of,  is  that  since,  par- 
ticularly the  1950's,  there  have  been  tremendous  watershed  and 
also  revolutionary  changes — societal,  demographic,  technological, 
instantaneous  dissemination  of  information  through  great  techno- 
logical breakthroughs,  electronic  and  so  forth — and  all  of  these,  of 
course,  had  to  have  an  impact,  not  only  nationally  but  it  is  world- 
wide. 

The  unperceived  thing  is  that  our  system  in  the  United  States 
as  structured,  the  dual  banking  system,  that  is,  State-Federal, 
dates  back  to  the  origin  of  when  it  was  State  chartered  banks  that 
ruled  the  day  until  the  Civil  War.  Congress,  as  generally  a  multiple 
body  would,  there  is  a  lagtime  before  you  catch  up.  Tne  bad  part 
is  tnat  for  the  last  three  or  four  decades,  we  have  had,  on  top  of 
what  a  great  American,  William  Graham  Sumner,  called  at  the 
turn  of  the  century  what  he  foresaw  as  would  be  government  by 
clamor.  We  have  had  government  by  clamor  and  government  by  cri- 
sis and  after  a  crisis,  but  no  anticipation  or  no  long-range  anticipa- 
tion of,  or  assessment  of  these  vast  sea  changes  and  revolutionary 
occurrences  that  impact  everything,  and  particularly  financial 
activities. 

So,  therefore,  it  is  very  important  that  we  examine  this  frame- 
work at  this  time  in  a  separate  forum  and  realize,  though,  that  it 
is  part  and  parcel  of  what  is  affecting  every  other  activity.  We  have 
that  responsibility  to  not  only  protect  the  general  interest,  because 
the  credit  union  activities  are  actually  reflective  of  insured  deposi- 
tory institutions,  but  the  United  States  continues  to  have  a  very 
unique,  unparalleled  depository  insurance  where  the  moral  hazards 
are  enormous  and  tremendous,  as  was  revealed  in  the  1989-1990 
developments.  And  any  effort  to  reform  it  has  been  frustrated  by 
the  general  opposition  of  the  whole  cross-section  of  the  financial  in- 
dustry. It  is  long  overdue  but  it  has  not  come  about. 

This  committee  is  particularly  interested  in  that  aspect  that  ex- 
poses the  safety  and  soundness  of  the  institutions  that  are  the  ben- 


efit  shares  of  the  deposit  insurance  system.  Now,  there  are  other 
activities  that  are  in  the  main  today  that  we  examined  yesterday 
that  belong  properly  to  the  jurisdiction  of  the  SEC  and,  therefore, 
the  other  committee,  our  sister  committee,  Energy  and  Commerce, 
but  those  reflect  security  bankers  that  are  not  insured  depository 
institutions. 

So  we  are  very  much  concerned.  I  think  that  the  leadership  on 
both  sides  of  our  party  structure  as  reflected  in  the  ranking  minor- 
ity leader,  Mr.  Leach's,  concerns  and  mine  dovetail  with  a  gen- 
erally expressed  concern  on  the  congressional  level. 

I  want  to  commend  the  NCUA  board  for  their  stance  on 
corporate's,  and  I  fully  support  the  proposal  to  eliminate  interlocks 
between  corporate  credit  unions  ana  State  leagues  and  trade  asso- 
ciations. I  am  particularly  happy,  as  I  complimented  Chairman 
D'Amours  last  week,  because  instead  of  resistance,  there  is  a  real- 
ization that  there  is  a  task  to  perform  And  I  have  always  felt  that 
the  best  and  the  supreme  benefit  of  our  system  is  when  there  is 
a  congeniality,  a  commonality  of  interest,  and  a  charted  path  that 
enjoys  the  goodwill  of  those  to  whom  the  Congress  looks  for  the  ac- 
tivity in  the  private  sector,  and  which  any  responsible  Congress- 
man, not  being  involved  in  that,  does  not  want  to  do  anything  ex- 
cept try  to  help.  And  if  it  is  mutually  undertaken,  these  are  the 
success  stories  in  the  achievement  of  proper  legislation  and  the  his- 
tory of  our  Congress. 

So  I  want  to  commend  the  board  and  I  want  to  commend  Mr. 
Swoboda  and  CUNA  for  today's  announcement  that  it  has  agreed 
to  end  the  pervasive  interlocks  between  itself  and  U.S.  Central. 
That  sacrifice  will  ensure  greater  independence  for  the  general 
credit  union  central  bank,  if  we  want  to  call  it  that. 

And  with  that,  I  yield  to  Mr.  Leach. 

[The  prepared  statement  of  Chairman  Gonzalez  can  be  found  in 
the  appendix.] 

Mr.  Leach.  Thank  you,  Mr.  Chairman.  I  would  like  to  echo  the 
chairman's  accolades  and  the  decisions  made,  as  well  as  his  judg- 
ment on  the  whole  series  of  issues. 

I  also  want  to  thank  the  chairman  for  holding  these  hearings  on 
corporate  credit  unions.  As  our  witnesses  noted  last  week,  the  cred- 
it union  industry  and  the  National  Credit  Union  Share  Insurance 
Fund  are  in  the  most  prudent  financial  situation  in  their  history. 
However,  certain  concerns  were  raised  about  corporate  credit 
unions. 

The  GAO  identified  a  number  of  potential  problems  in  its  1991 
report.  Since  then,  the  NCUA  and  the  industry  have  taken  a  num- 
ber of  steps  to  correct  these  problems.  However,  there  are  certain 
questions  that  should  be  addressed  today. 

How  could  U.S.  Central  invest  111  percent  of  its  primary  capital 
in  a  single  foreign  institution?  How  can  the  coimtr^s  largest  credit 
union  have  a  primary  capital  ratio  of  a  mere  1  percent?  Put  an- 
other way,  it  is  ironic  that  the  countrj^s  largest  credit  imion  with 
over  $20  billion  in  assets,  which  was  chartered  to  provide  liquidity 
for  the  entire  credit  union  industry,  has  one  of  the  weakest  capital 
bases  in  American  finance.  This  anomaly  begs  scrutiny. 

Again,  I  want  to  stress  that  the  credit  union  industry  is  by  all 
accounts  in  solid  shape.  I  want  to  commend  the  NCUA  and  the 


credit  union  industry  itself  for  recognizing  the  potential  problem 
with  various  corporate  credit  unions  and  for  beginning  to  take  ac- 
tion to  deal  with  it. 

Thank  you  again,  Mr.  Chairman,  for  holding  this  hearing,  and  I 
look  forward  to  the  testimony  of  the  witnesses. 

[The  prepared  statement  of  Mr.  Leach  can  be  found  in  the 
appendix.] 

The  Chairman.  Well,  thank  you  very  much,  Mr.  Leach. 

Mr.  McCandless. 

Mr.  McCandless.  Thank  you,  Mr.  Chairman,  I  think  I  will  leave 
this  up  to  you  and  Mr.  Leach.  Maybe  a  small  comment. 

I  have  always  had  a  concern,  particularly  since  our  experience 
with  the  savings  and  loans,  as  to  the  way  in  which  financial  insti- 
tutions invest  based  upon  what  is  attractive  at  the  time  and  what 
has  come  down  the  pike  in  the  way  of  a  new  idea  or  a  financial 
investment  portfolio.  And  so  one  could  wake  up  in  the  middle  of  the 
night  and  see  a  credit  union  with  a  large  part  of  its  assets  in  de- 
rivatives and  the  rest  of  it  in  foreign  investments.  And  something 
goes  wrong  and  we  revisit  the  pangs  of  the  pre-FIRREA  which  ad- 
dressed itself  to  another  problem,  where  maturity  did  not  nec- 
essarily prevail  when  it  came  to  the  investments  of  the  financial 
institution  involved. 

There  is  a  concern  here,  as  you  and  the  ranking  member  have 
expressed,  that  I  share.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Mr.  McCandless. 

[The  prepared  statement  of  Mr.  Kanjorski  can  be  found  in  the 
appendix.] 

And  without  any  further  ado,  we  will  recognize  Mr.  H.  Allen 
Carver,  the  director  of  the  Office  of  Corporate  Credit  Unions  of  the 
National  Credit  Union  Administration. 

And  may  I  ask  for  the  purposes  of  the  reporter  of  this  hearing 
that  you  introduce  your  two  associates  with  you  at  the  table? 

STATEMENT  OF  H.  ALLEN  CARVER,  DIRECTOR,  OFFICE  OF 
CORPORATE  CREDIT  UNIONS,  NATIONAL  CREDIT  UNION 
ADMINISTRATION;  ACCOMPANIED  BY  DAVID  MARQUIS, 
DIRECTOR,  OFFICE  OF  EXAMINATION  OF  INSURANCE, 
NATIONAL  CREDIT  UNION  ADMINISTRATION;  AND  ROBERT 
FENNER,  GENERAL  COUNSEL,  NATIONAL  CREDIT  UNION 
ADMINISTRATION 

Mr.  Carver.  Mr.  Chairman,  I  am  pleased  to  introduce  to  my  left 
Mr.  David  Marquis,  he  is  NCUA's  director  of  the  Office  of  Exam- 
ination of  Insurance;  and  on  my  right  is  Robert  Fenner,  the 
NCUA's  general  counsel. 

The  Chairman.  I  want  to  thank  you  very  much  for  the  state- 
ment, and  let  me  say  that  for  the  record  the  prepared  statement 
will  be  in  the  record  exactly  as  you  gave  it  to  us  and  you  may  pro- 
ceed as  you  deem  best. 

Mr.  Carver.  OK 

Good  morning,  Mr.  Chairman  and  members  of  the  committee.  We 
appreciate  the  opportunity  to  appear  before  the  committee,  and  I 
would  like  to  start  into  my  brief  overview. 

Corporate  credit  unions  provide  essential  services  to  natural  per- 
son credit  unions.  Small  credit  unions,  in  particular,  depend  on  the 


corporate's  expertise  and  economies  of  scale.  NCUA  Board  Chair- 
man Norman  D'Amours  created  a  separate  office  for  corporate  cred- 
it unions  in  July  of  this  year.  In  August,  I  assumed  the  position 
of  director  of  the  Office  of  Corporate  Credit  Unions. 

We  are  going  to  great  lengths  at  NCUA  to  review  every  aspect 
of  our  regulation,  supervision,  and  monitoring  of  corporate  credit 
unions.  In  addition,  we  have  the  recommendations  provided  in  the 
1991  GAO  report  and  the  report  of  the  Corporate  Study  Committee 
released  in  July. 

A  number  of  issues  have  been  raised  which  I  will  touch  upon 
briefly.  First,  as  to  capital,  there  is  a  great  deal  of  concern  about 
the  level  of  capital  in  corporate  credit  unions.  We  share  that  con- 
cern. We  will  soon  make  recommendations  to  the  NCUA  board  for 
changes  to  strengthen  GAAP  capital. 

Next,  as  to  interlocks,  the  relationships  between  corporate  credit 
unions  and  credit  union  leagues  or  trade  associations  are  of  con- 
cern. At  its  September  meeting,  the  NCUA  board  issued  a  proposed 
regulation  for  comment  that  would  seek  to  eliminate  undue  influ- 
ence by  leagues  and  trade  associations  over  corporate  credit  unions. 
We  anticipate  final  NCUA  board  action  during  1994. 

My  next  area  is  investments.  A  major  reason  for  the  current  at- 
tention focused  on  corporate  credit  unions  was  the  investment  of 
U.S.  Central  in  a  Spanish  bank,  commonly  known  as  Banesto. 
Chairman  D'Amours  called  for  a  voluntary  moratorium  against  any 
additional  corporate  credit  union  investments  in  foreign  countries 
which  remains  in  effect  pending  further  review. 

The  substantial  level  of  investments  in  foreign  institutions  de- 
clined from  $10  billion  to  the  current  level  of  under  $400  million. 
The  NCUA  board  has  not  yet  determined  whether  or  in  what  fash- 
ion foreign  investments  will  be  permitted  for  corporate  credit 
unions  in  the  future. 

The  recent  rise  in  interest  rates  is  causing  the  average  lives  of 
CMOs  to  extend  in  duration.  We  recognize  the  potential  impact 
this  could  have  on  the  corporates  with  substantial  CMO  holdings. 
Our  corporate  examiners  are  obtaining  reports  from  the  corporate 
credit  unions  holding  CMOs  about  their  current  market  value. 

As  for  non-CMO  derivatives,  corporate  credit  unions  must  obtain 
prior  approval  from  the  NCUA  board  to  participate  in  this  activity. 
Currently,  NCUA  has  authorized  only  two  corporate  credit  unions, 
U.S.  Central  and  Southwest  Corporate  Federal  Credit  Union,  to 
participate  in  derivative  activity,  limited  to  futures  and  swaps,  for 
hedging  interest  rate  purposes  only.  Derivative  activity  for  specula- 
tive purposes  is  prohibited. 

My  last  topic  is  the  oversight  of  corporate  credit  unions.  NCUA 
is  increasing  the  staffing  level  and  the  Corporate  Program,  includ- 
ing the  hiring  of  additional  examiners  and  investment  experts.  We 
are  providing  more  training  and  the  skills  needed  to  review  com- 
plex investments.  These  actions  will  ensure  that  we  have  the  best 
people  in  place. 

In  summary,  Mr.  Chairman,  we  are  committed  to  change  in  the 
corporate  credit  imion  area.  We  already  have  significantly  reduced 
the  foreign  investment  risk.  We  are  now  considering  ending  the 
interlocks  between  corporate  credit  unions,  leagues,  and  trade  asso- 
ciations, and  by  late  1994  or  early  1995,  the  NCUA  board  will  con- 


sider  taking  further  action  in  the  areas  of  capital,  investments, 
fields  of  membership,  lending  limits,  competition,  the  monitoring  of 
corporate  credit  unions,  and  any  other  areas  remaining  from  the 
GAO  report  and  the  report  of  the  Corporate  Study  Committee. 

I  appreciate  this  opportunity  to  provide  you  with  a  summary  of 
the  current  status  of  corporate  credit  unions  and  our  supervision 
and  regulations  of  those  institutions.  At  this  time,  I  would  be 
pleased  to  entertain  any  questions  from  the  committee.  Thank  you 
very  much. 

[The  prepared  statement  of  Mr.  Carver  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you,  Mr.  Carver. 

I  am  going  to  also  ask  unanimous  consent  that  all  of  the  mem- 
bers be  permitted  to  submit  questions  in  writing  to  the  panel  pro- 
vided they  do  so  in  a  timely  fashion.  Each  one  of  you  will  receive 
a  copy  of  the  transcripts  of  the  hearing  for  your  review,  corrections 
or  modifications.  And  if  the  members,  and  some  will,  who  are  not 
able  to  be  here  at  this  particular  time  this  morning  who  wish  to 
ask  questions  may  do  so  in  writing.  There  is  a  lot  going  on  over 
on  the  House  floor,  even  though  there  have  been  no  votes  called 
thus  far. 

I  was  very  happy  to  see  and  hear  in  your  testimony  that  you  re- 
port that  you  are  concerned  and  are  addressing  or  focusing  on  the 
capital  level  of  U.S.  Central.  I  think  what  we  have  seen  of  studies, 
evaluations,  and  so  forth  indicates  that  it  has  been  consistently 
lower,  what  some  consider  inadequate,  the  GAO. 

Now,  you  say  that  you  are  undert^ing  and  have  begun  to  take 
steps  to  address  that,  so  I  am  very  happy  to  hear  that. 

Mr.  Carver.  Thank  you. 

The  Chairman.  Now,  should  the  U.S.  Central  be  allowed  to  ab- 
sorb other  corporate,  given — or  as  long  as  it  has  a  weak  corporate 
level?  I  mean  capital  level.  What  is  your  opinion? 

Mr.  Carver.  Well,  the  U.S.  Central  has  recently  announced  that 
they  would  be  willing  to  entertain  the  possibility  of  other  second 
tier  State  or  regional  corporates  into  mergers  into  their  corporate. 
That  would  be  a  decision  to  be  made  between  the  two  corporates, 
subject  to  NCUA  and  the  appropriate  State  regulator's  approval.  I 
would  think  that  one  of  the  factors  that  we  would  have  to  take  into 
consideration  would  be  the  capital  levels  of  both  institutions  and 
the  resulting  capital  level  after  the  merger.  And  I  believe,  Mr. 
Chairman,  we  would  have  to  consider  that  on  a  case-by-case  basis. 

The  Chairman.  Now,  as  I  understand  it,  there  are  about  4C  cor- 
porate credit  unions,  and  each  has,  more  or  less,  its  own  geographic 
or  limited  area. 

Before  the  war,  in  the  case  of  the  commercial  banks,  they  had, 
and  they  got  used  to  it,  that  was  the  problem,  to  having  sort  of  a 
cartel  in  geographic  areas.  Do  you  see  any  need  for  corporate  credit 
unions  to  be  able  to  compete  beyond  their  current  geographical 
boundaries? 

Mr.  Carver.  This  is  an  area,  Mr.  Chairman,  that  we  are  study- 
ing at  this  point  in  time.  It  appears  to  me,  though,  that  the  initial 
indications  are  that  there  may  be  some  value  to  allowing  the  natu- 
ral person  credit  unions  the  ability  to  select  from  one  or  more  cor- 
porate credit  unions,  which  we  believe  would  promote  greater  effi- 


ciencies  and  better  pricing  of  those  services  to  the  benefit  of  the 
natural  person  credit  unions.  That  is  one  of  the  issues  we  plan  to 
report  on  to  the  NCUA  board  later  on  this  year  or  early  in  1995. 

The  Chairman.  Does  the  NCUA  agree  with  the  policy  that  credit 
unions  that  are  not  part  of  the  State  trade  association  cannot  use 
a  corporate  credit  union  in  their  State? 

Mr.  Carver.  No.  NCUA  does  not  agree  with  that  policy,  and  that 
is  one  of  the  issues  that  is  addressed  in  the  proposed  rulemaking 
that  is  out  for  public  comment  now.  The  NCUA  board  will  be  acting 
on  prior  to  the  end  of  1994,  and  that  is  membership  in  a  corporate 
cannot  be  contingent  on  a  natural  person  credit  union  belonging  or 
not  belonging  to  a  particular  trade  association. 

The  Chairman.  The  next  question,  actually  if  you  feel  that  you 
can  be  responsive  to  it,  you  may  wish  to  submit  for  the  record  in 
writing  for  our  study  and  consideration. 

We  hear  daily  of  these,  some  people  would  call  them  horror  sto- 
ries, about  the  different  entities  that  are  losing  their  funds  or 
money  from  risky  derivatives  investment.  Chairman  D'Amours  said 
that  the  intent  was  to  erect,  also  look  toward  erecting  some  pre- 
cautionary guidelines  and  so  forth  and  that  type  of  thing.  So  you 
may  wish  to  address  this  subsequently. 

First,  what  rules  does  the  NCUA  now  have  about  derivative 
investments  for  corporate  credit  unions? 

Mr.  Carver.  NCUA  has  some  fairly  specific  rules  as  they  relate 
to  CMOs,  and  there  are  about  $10  billion  in  CMOs  outstanding  in 
the  corporate  system  right  now.  And  as  I  have  mentioned  earlier, 
we  have  our  examiners  visiting  each  of  the  corporates  to  check  on 
their  exact  involvement  in  CMOs. 

The  regulations  are  fairly  tight.  The  CMOs  that  are  fixed  rate 
have  to  have  an  average  life  not  to  exceed  5  years,  and  they  have 
to  periodically  perform  certain  stress  tests  that  will  determine  the 
maturity  on  these  CMOs.  If  there  is  a  major  shift  in  interest  rates, 
and  these  credit  unions  are  required  to  go  look  at  these  maturities, 
and  if  they  are  now  over  5  years,  they  nave  to  come  to  NCUA.  If 
they  choose  not  to  sell  them  immediately,  they  have  to  come  to 
NCUA  for  our  approval  before  they  can  hold  those  CMOs. 

But,  basically,  they  have  to  stick  with  CMOs  that  have  an  aver- 
age weighted  maturity  of  less  than  5  years.  Any  time  they  go  over 
5  years,  they  have  to  immediately  sell  them  or  come  to  us  for 
approval  to  hold. 

The  Chairman.  I  see. 

Mr.  Carver.  That  is  another  area,  sir,  we  are  looking  at  very 
carefully. 

The  Chairman.  Are  you  aware  or  do  you  have  any  knowledge  of 
any  credit  union  losing  money  in  this  type  of  derivatives  or  invest- 
ment? 

Mr.  Carver.  We  have  two  corporates  who  are  now  holding  CMOs 
that  have  maturities  greater  than  5  years,  and  we  are  planning  to 
take  action  on  those  within  the  next  30  days  once  we  get  all  the 
facts  in,  to  see  what  those  investments  are  matched  with  and  see 
if  the  prudent  thing  would  be  to  let  them  hold  those  investments 
or  force  them  to  sell  immediately.  But  we  only  have  two  at  this 
point.  They  are  relatively  small  exposure  compared  to  each  of  those 
two  individual  corporate  s  capital  position,  sir. 
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The  Chairman.  Well,  I  am  glad  to  hear  that.  What  about  the 
FASB  rules  as  promulgated  not  too  long  ago? 

Mr.  Carver.  Corporates  are  required  to  follow  those  FASB  rules 
as  far  as  marking  those  investments  appropriately,  because  our 
regulations  do  require  each  of  the  corporates  to  annually  get  a  cer- 
tified public  accountant  opinion  audit,  and  to  get  opinion  audits 
these  days  you  have  to  be  following  FASB  115  and  the  other  par- 
ticular rules. 

The  Chairman.  OIC,  sir.  Thank  you. 

Mr.  Carver.  Yes,  sir. 

The  Chairman.  Mr.  Leach. 

Mr.  Leach.  Thank  you.  It  is  always  awkward  to  make  cross-in- 
dustry analysis,  but  one  of  the  problems  in  the  S&L  industry  was 
State  regulation,  which  was  strong  in  some  States  and  weaker  in 
other  States,  and  because  of  a  kind  of  competitive  jurisdictional 
regulation,  assets  flowed  to  States  with  weaker  regulation. 

Now,  in  the  sense  of  U.S.  Central,  since  I  understand  their  pri- 
mary regulator  is  the  State  of  Kansas,  are  you  confident  of  its  reg- 
ulatory capacity  and  are  you  confident  that  the  State  of  Kansas  has 
applied  rigorous  standards  with  regard  to  U.S.  Central? 

Mr.  Carver.  Having  only  been  on  the  job  for  less  than  60  days, 
I  am  not  that  familiar  with  the  State  of  Kansas  regulator  and  their 
competencies  and  their  Examination  Program,  I  will  say  this,  that 
we  do  examine  U.S.  Central  annually.  We  do  on-site,  comprehen- 
sive on-site  quarterly  visits,  including  joint  conferences  with  the 
appropriate  officials,  and  our  Exam  Program  at  this  point,  I  be- 
lieve, is  satisfactory  to  look  at  it  from  the  perspective  of  NCUA. 

Mr.  Leach.  Well,  let  me  just  stress  with  regard  to  the  subject  of 
derivatives,  they  are  clearly  instruments  designed  to  limit  risk.  But 
if  imperfectly  applied  they  can  be  instruments  that  extend  risk. 

Are  you  confident,  as  you  give  an  institution  with  1  percent  cap- 
ital the  power  to  wield  and  leveraging  financial  instruments,  that 
the  institution  has  the  financial  expertise  to  deal  with  this.  And 
that  these  instruments  are  used  prudently? 

Mr.  Carver.  We  have  continued  to  look  at  that  situation,  and  I 
am  not  prepared  to  be  able  to  give  you  a  complete  answer  at  this 
point,  but  we  are  looking  at  that  right  now  from  two  sides. 

One  is  the  strength  of  their  capital,  which  at  1  percent  of  GAAP 
capital,  I  think,  is  inadequate.  It  needs  to  be  strengthened,  and  giv- 
ing recognition  to  the  fact  it  is  better  today  than  it  was  previously. 
But  we  are  looking  at  tightening  up  in  that  area  and  forcing  more 
additional  GAAP  capital. 

At  the  same  time,  we  are  looking  at  the  appropriateness  of  the 
investment  activities  that  they  are  entered  into  and  that  the  NCUA 
has  allowed  them  to  enter  into.  And  we  are  trying  to  strike  a  bal- 
ance to  make  sure  we  have  a  safe  and  sound  institution  there  for 
the  future. 

Mr.  Leach.  I  appreciate  that. 

Are  you  confident  that  you  have  your,  the  financial  expertise  to 
properly  supervise? 

Mr.  Carver.  Within  our  staff,  sir? 

Mr.  Leach.  Yes. 


Mr.  Carver.  We  have  up  to  this  point  have  relied  sometimes  in 
the  past  on  outside  expertise  from  other  Federal  regulatory  agen- 
cies. 

Mr.  Leach.  Let  me  just  stress  that  with  regard  to  sophisticated 
derivatives — not  with  regard  to  the  general  credit  union  regulation, 
where  the  movement  has  been  very  impressive — ^but  with  regard  to 
the  very  specific  area  of  highly  leveraged  instruments  that  are  au- 
thorized for  a  few  institutions,  do  you  have  experts  who  understand 
the  risks  and  counterrisks,  risks  first  of  using  them  and  the  risks 
of  not  using  them  and  can  balance  at  that  capacity? 

Mr.  Carver.  Yes,  we  have  acquired  on  staff  within  the  last  6 
months  additional  staff  members  who  have  specialty  in  that  area. 
We  are  also  looking  as  we  speak  and  interviewing  additional  ex- 
perts in  this  area  to  bring  them  on  staff  to  bring  us  up  to  speed 
in  that  area. 

Mr.  Leach.  I  appreciate  that  and  I  appreciate  your  attention  to 
the  issue  and  I  would  only  make  one  concluding  comment.  This  is 
not  the  first  time  the  subject  of  U.S.  Central  has  been  brought  up, 
and  not  only  with  regard  to  the  GAO  but  in  hearings  going  back 
almost  a  decade,  the  problems  of  U.S.  Central  and  the  capital  ratio 
have  been  raised  in  the  legislative  environment  as  well  as  from 
outside  people.  So  when  you  say  you  are  on  top  of  it,  you  are  part 
of  a  tradition  that  has  been  watchful  but  not  necessarily  what 
might  be  described  as  vigorous. 

I  do  not  know  what  the  case  is  for  having  substantially  lower 
capital  at  a  corporate.  I  have  never  been  persuaded  one  way  or  the 
other  on  that.  But  when  you  suggest  you  are  trying  to  improve  cap- 
ital, do  you  have  a  goal  in  mind?  Do  you  have  a  number?  Is  it  two, 
is  it  six,  what  is  your  goal? 

Mr.  Carver.  We  have  looked  at  similar  requirements  for  the  sis- 
ter Federal  regulatory  agencies  and  the  figure  that  I  run  into  most 
frequently  is  4  percent  as  far  as  pure  GAAP  capital.  I  am  not  sure 
that  4  is  a  magic  figure,  but  I  know  1  is  a  long  ways  from  it  and 
it  is  not  satisfactory  and  I  know  2  percent  that  the  entire  corporate 
network  has,  excluding  U.S.  Central,  while  it  is  improving,  is  not 
satisfactory  in  our  minds.  I  would  assume  that  we  would  migrate 
toward  4  percent  and  then  we  would  have  to  look  further  to  see 
what  we  want  to  do  in  the  future  on  that. 

Mr.  Leach.  So  as  a  benchmark,  at  least  initially,  you  were  look- 
ing at  4  percent? 

Mr.  Carver.  That  is  correct. 

Mr.  Leach.  I  appreciate  that  as  a  benchmark.  Thank  you. 

The  Chairman.  Mr.  Orton. 

Mr.  Orton.  Thank  you,  Mr.  Chairman.  In  light  of  the  fact  that 
we  are  going  in  a  joint  session  in  a  few  minutes  and  the  number 
of  panels  you  have,  I  will  submit  my  questions  in  writing.  So  thank 
you. 

The  Chairman.  Thank  you  very  much. 

Mr.  Kennedy. 

Mr.  Kennedy.  Thank  you,  Mr.  Chairman.  I  apologize  for  having 
missed  your  testimony  this  morning,  and  I  am  very  interested  in 
how  credit  unions  are  dealing  with  a  range  of  different  issues  these 
days. 
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I  xinderstand  in  your  written  testimony  you  state  that  this  would 
probably  be  best  for  you,  Mr.  Carver — that  you  state  that  the, 
quote,  CAMEL  Rating  System  for  natural  person  credit  unions  is 
not  an  ideal  tool  for  rating  corporate  credit  unions.  You  cite  one 
reason  for  its  incompatibility  as  being  the,  quote,  45-day  lagtime 
between  the  effective  date  of  the  financial  statements  and  the  date 
that  they  are  received  by  the  NCUA. 

I  suppose  if  we  are  concerned  about  the  overall  creditworthiness 
of  the  organizations  it  would  seem  like  the  CAMEL  ratings  have 
worked  for  other  larger  financial  institutions  to  some  degree.  Do 
you  have  any  thoughts  about  what  we  should  be  doing?  Is  there 
another  way  to  attack  the,  adapt  the  CAMEL  Rating  System  to 
corporate  credit  unions  at  all  or  do  you  just  think  it  is  completely 
inappropriate? 

Mr.  Carver.  Well,  thank  you.  First,  as  to  the  45-day  reporting. 
We  do  have  under  way  now  revisions,  actually  completely  redoing 
our  corporate  reporting  system  that  will  be  handled  by  computer 
transmission,  and  in  the  future,  starting  December  31,  we  will  cut 
that  time  by  more  than  half.  That  will  give  us  more  data  more 
quickly. 

Second,  as  to  CAMEL,  basically  the  CAMEL  system  that  we  em- 
ploy at  NCUA  is  designed  to  give  us  a  good  handle  on  the  12,000 
natural  person  credit  unions.  We  are  looking  at  the  CAMEL  Rating 
System  that  we  use  for  natural  person  credit  unions  in  seeing 
where  it  matches  the  activities  and  the  exposure  of  the  corporate 
credit  unions,  and  where  it  does  we  will  leave  it  in  place,  and 
where  it  does  not,  we  want  to  capture  those  factors  that  we  think 
are  important  for  us  to  know  about  as  we  look  at  the  condition  of 
our  corporate. 

Mr.  Kennedy.  So  does  that  mean  that — what  I  understood  from 
your  written  testimony  is  that  you  do  not  feel  that  the  CAMEL  rat- 
ing works  with  the  45-day  lagtime;  is  that  correct? 

Mr.  Carver.  No,  I  think  we  basically,  in  my  v/ritten  testimony, 
combined  two  different  subject  matters.  One  was  we  had  a  concern 
that  our  CAMEL  Rating  System  did  not  capture  all  of  the  elements 
of  concern  to  us  in  dealing  with  corporate  credit  unions,  as  it  does 
so  nicely  with  the  natural  persons. 

Second,  we  did  point  out  the  fact  that  we  do  have  a  problem,  as 
was  mentioned  in  the  1991  GAO  report,  about  our  reporting  system 
and  we  have  taken  steps  now  to  get  to  that. 

Mr.  Kennedy.  Let  me  just  ask  a  couple  of  questions  about  the 
Puerto  Rican  issue.  I  understand  that  your  corporate  credit  union 
down  there  has  had  some  significant  problems.  Can  you  tell  us  a 
little  about  what  is  going  on  down  there? 

Mr.  Carver.  The  Puerto  Rico  corporate  down  in  San  Juan  is  one 
that  I  have  been  familiar  with  since  it  was  assigned  to  our  office 
when  I  was  in  Atlanta,  and  it  is  about  a  $75  million  corporate  that 
was  engaging  in  unsafe,  unsound  practices,  and  we  tried  to  work 
with  new  management  of  the  corporate  to  improve  its  situation, 
and  in  this  particular  situation  we  were  not  successful  in  being 
able  to  get  them  to  move  toward  a  safe  and  sound  condition  within 
a  reasonable  period  of  time. 

The  NCUA  board,  several  weeks  ago,  placed  this  credit  union 
into  Federal  conservatorship  and  it  is  now  under  our  control  and 
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we  are  trying  to  improve  its  condition  so  that  it  can  be  returned, 
hopefully,  to  a  new  set  of  officials. 

Mr.  Kennedy.  How  long  ago  did  the  problems  first  surface? 

Mr.  Carver.  It  came  to  my  attention  in  February  of  this  year 
when  it  was  assigned  to  my  office.  We  moved  aggressively  on  it, 
and  we  had  new  officials  (we  had  certain  officials  out  and  new  offi- 
cials in)  by  early  summer, 

Mr,  Kennedy,  Is  that  normally  the  period  of  time  that  you  would 
expect  to  have  to  look  into  a  troubled  credit  union,  or  were  these 
problems  more  long  term.  It  sounds  like  you  are  saying  the  place 
was  a  mess. 

Mr.  Carver.  That  is  correct. 

Mr.  Kennedy.  Are  you  satisfied  that  you  only  found  out  in  Feb- 
ruary or  should  you  have  known  earlier? 

Mr.  Carver.  In  February,  the  corporate  was  assigned  to  region 
3  in  Atlanta,  at  which  time  I  was  the  regional  director  there,  so 
prior  to  that  I  did  not  have  any  involvement  so  I  cannot  address 
that. 

But  we  moved  aggressively  from  February  and  had  officials  pull 
out  and  leave  and  put  new  officials  in  and  we  hoped  that  they 
would  be  moving  it  toward  a  safe  and  sound  condition  that  we  felt 
comfortable  with.  When  it  became  obvious  that  that  was  not  going 
to  be  the  case,  then  we  moved  aggressively  within  a  matter  of  days 
to  place  it  into  Federal  conservatorship. 

Mr.  Kennedy.  Mr.  Chairman,  would  you  allow  the  fellow  on  his 
left  there  to  answer? 

The  Chairman.  Yes. 

Mr.  Fenner.  Thank  you.  Congressman  Kennedy,  I  am  Bob 
Fenner,  the  general  counsel  of  NCUA.  I  just  wanted  to  add  to  Al- 
len's response  by  informing  you  that  we  were  well  aware  of  prob- 
lems with  the  Puerto  Rican  corporate  probably  at  least  a  year  in 
advance  of  the  date  that  Allen  mentioned.  We  were  working,  taking 
steps  to  try  to  correct  those  problems,  steps  short  of  Federal 
conservatorship.  Those  steps  were  unsuccessful  and  as  a  result  we 
found  it  necessary  to  place  the  corporate  into  conservatorship. 

Mr.  Kennedy.  So  there  are  no  problems  in  terms  of  your  general 
oversight? 

Mr.  Fenner.  I  do  not  believe  so. 

Mr.  Kennedy.  OK.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Well,  if  you  will  yield.  Was  this  not  one  of  the 
last  cases  that  go  back  a  couple  of  years  ago  or  more?  In  the  case 
of  Rhode  Island  and  my  State  of  Texas,  where  you  had  the  private 
insurers,  was  that  not  the  basis  of  the  problem  in  Puerto  Rico;  that 
the  private  insurer  had  been  the  problem? 

We  had  over  200  in  Texas  that  we — well,  less  than  200.  There 
was  a  total  of  200  privately  insured  and  the  great  majority  of  them 
we  were  able  to  avoid  in  Texas  what  happened  in  Rhode  Island  by 
federalizing  it.  Is  that  not  the  case  in  Puerto  Rico? 

Mr,  Carver.  In  Puerto  Rico,  there  are  in  fact  about  25  Federal 
charters,  of  course  with  Federal  insurance.  There  are  about  250 
odd  commonwealth  charters  that  do  not  have  Federal  insurance. 
So,  therefore,  the  primary  business  activity  of  this  corporate  that 
was  State  chartered  and  is  federally  insured,  was  dealing  with  pri- 
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vately  insured  commonwealth  chartered  credit  unions,  yes,  sir,  Mr. 
Chairman. 

The  Chairman.  Thank  you  very  much. 

Mr.  Kennedy.  So,  Mr.  Chairman,  does  that  mean,  though,  that 
the  problem — I  understand  having  looked  into  both  the  Texas  and 
the  Rhode  Island  cases,  and  we  had  several  in  Massachusetts  as 
well  where  we  ran  into  some  problems  on  the  State  versus  Federal 
charter,  but  I  wanted  to  make  sure  that  NCUA  was  in  fact  doing 
its  job  in  terms  of  getting  the  proper  oversight  over  the  activities 
within  the  credit  unions.  It  just  sounded  to  me  when  you  de- 
scribed— this  is  going  back  to  Mr.  Carver — ^it  was  a  very  short — to 
have  a  place  be  referred  to  you  just  8  or  9  months  ago  and  to  have 
the  thing  go  south  so  quickly  seemed  like  a  very  short  timeframe. 

Now,  Bob  was  saying  this  thing  was  IV2  years  ago.  It  still  seems 
like  a  fairly  short  timeframe  for  the  thing  to  go  belly  up.  So  I  do 
not  know,  but  it  raises  sort  of  a  red  flag  in  my  mind  that  maybe 
the  general  oversight  was  not  as  efficient  as  it  might  have  been  in 
order  to  catch  these  problems  or  that  you  do  not  have  the  authori- 
ties that  you  need  to  straighten  the  situation  out  once  there  is, 
once  a  problem  comes  to  your  attention. 

For  you  to  say  you  knew  about  it  IV2  years  ago  and  you  tried 
to  take  some  measures  and  that  you  still  end  up  with  a  situation 
where  you  are  going  to  have  to  disburse  the  assets,  kind  of  says 
to  me  that  somebody  did  not  either  have  the  authority  or  was  not 
keeping  their  eyes  on  the  ball  in  terms  of  what  the  proper  over- 
sight would  be.  It  at  least  raises  a  question  that  that  might  be 
true. 

Mr.  Fenner.  With  Allen's  permission,  we  do  have  plenty  of  au- 
thority, I  believe.  We  have  cease  and  desist,  and  civil  money  pen- 
alty, which  was,  of  course,  strengthened  under  FIRREA.  We  were, 
as  I  indicated,  exercising  our  authorities,  including  a  formal  letter 
of  understanding  and  agreement,  when  we  found  that  the  corporate 
was  not  complying  with  that  formal  agreement  to  our  satisfaction. 
That  is  when  we  weighed  what  the  next  appropriate  steps  should 
be  and  our  board  decided  on  the  conservatorship. 

The  year,  I  have  to  admit,  is  a  rough  estimate.  We  have  provided 
a  briefing  to  the  Banking  Committee  staff  on  this  situation  in 
Puerto  Rico.  We  would  be  very  happy  to  provide  you  as  well.  Con- 
gressman, with  whatever  information  you  would  like  to  have  either 
for  the  record  or  in  a  private  briefing  for  you  or  your  staff,  what- 
ever you  would  think  is  appropriate. 

Mr.  Kennedy.  Well,  that  is  fine.  I  would  be  happy  to  get  the  pri- 
vate briefing.  Part  of  my  questions  came  as  a  result  of  some  help 
from  the  committee  staff,  so  I  am  not  certain  that  all  of  our  con- 
cerns or  their  concerns  have  been  laid  to  rest. 

So,  in  any  event,  I  would  be  happy  to  work  with  you  and  Mr. 
Kane  to  try  to  see  whether  or  not  there  are  problems  that  should 
have  been  apparent  to  everyone.  I  just  raised  it  because  it  sounds 
to  me,  like  as  I  say,  it  is  sort  of  a  short  timefi'ame  and  that  some- 
thing should  have  been  done.  I  do  not  know  what  the  facts  are,  so 
I  would  be  happy  to 

The  Chairman.  If  you  will  yield  to  me  again.  In  the  case  of  Puer- 
to Rico,  you  have  an  element  that  is  not  generally  understood, 
much  less  assessed  in  our  country.  It  is  a  commonwealth  and  you 
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have  a  segment  of  Puerto  Ricans  who  do  not  care  too  much  for  the 
U.S.A.,  even  if  they  do  not — even  despite  they  do  not  have  to  pay 
Federal  income  taxes,  which  I  think  would  make  me  a  lover  of  the 
United  States. 

Mr.  Kennedy.  Not  getting  into  Mexican-Puerto  Rican  politics,  by 
any  chance? 

The  Chairman.  Well,  yes,  the  party  in  power  at  the  time  the 
troubles  really  developed  were  not  about  to  cooperate  with  the 
mainland  regulatory  body.  And  that  is  the  unreported  factor.  But 
that  is  the  main  reason  why  it  seems  as  if  something  happened 
here  all  of  a  sudden.  No,  it  was  not  that.  They  were  not  about  to 
cooperate,  and  they  did  not,  and,  as  a  result,  when  you  had  a  politi- 
cal change,  you  had  a  different  atmosphere  and  they  were  able  to 
do  what  they  did. 

I  can  understand  why  there  would  be  some  concern,  but  I  think 
this  political  factor  is  the  key  to  understanding. 

Mr.  Kennedy.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you. 

Mr.  Carver  and  your  associates,  thank  you  very  much. 

Mr.  Carver.  Thank  you,  Mr.  Chairman. 

The  Chairman.  I  want  to  compliment  you  on  your  excellent  pres- 
entation to  this  committee,  it  has  been  most  helpful,  and  for  the 
job  you  have  done  all  along.  You  are  what  I  would  consider  the 
ideal  regulator. 

Mr.  Carver.  Thank  you. 

The  Chairman.  And  we  want  to  thank  you. 

Mr.  Carver.  Thank  you,  sir. 

The  Chairman.  Our  second  panel  consists  of  Mr.  Thomas  J. 
McCool,  the  Associate  Director  of  the  Financial  Institutions  and 
Markets  Issues,  General  Grovemment  Division,  of  the  General  Ac- 
counting Office;  Dr.  Harold  A.  Black,  professor  of  financial  institu- 
tions and  head  of  the  Department  of  Finance  of  the  University  of 
Tennessee,  and  chairman  of  the  Corporate  Credit  Union  Study 
Committee;  Dr.  James  A.  Barth,  chairman,  Department  of  Finance 
of  Auburn  University. 

And  we  had  listed  originally  Mr.  Paul  A.  Bauer,  but  I  understand 
from  the  staff  in  charge  of  this  hearing  that  he  will  be  appearing 
on  panel  3.  So  that  leaves  us  the  three  announced  witnesses. 

It  seems  to  me  that  given  the  fact  that  most  members  have  left, 
in  order  to  get  in  through  the  security  at  the  Capitol,  that  it  is  not 
fair  to  have  you  present  your  testimony  to  me  alone.  And  unless 
it  imposes  an  insurmountable  problem  because  of  perhaps  some 
travel  commitments  or  airline  connections,  and  if  there  is  that  ob- 
jection, well,  then  we  will  hear  you — but  if  the  witnesses  are  able 
to,  why  do  we  not  recess  for  about  1  hour  and  come  back.  By  that 
time  the  Joint  Session  of  the  Congress  will  be  over  and  we  will 
have  some  of  the  members  back,  including  our  minority  leader. 

Now,  is  it  possible  for  each  one  of  you  to  return? 

Mr.  McCooL.  Yes. 

Mr.  Black.  Yes. 

Mr.  Barth.  Yes. 

The  Chairman.  All  right.  We  will  then  have  a  recess  for  1  hour 
and  that  will  be  about — well,  let  us  go  ahead  and  make  it  at  noon 
and  that  will  give  you  a  chance  to  get  a  bite  before  lunch  time,  a 
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little  bit  ahead,  and  we  will  just  recess  until  12  noon  and  at  that 
time  the  House  goes  into  session,  so  we  will  get  some  of  the  mem- 
bers here. 

[Brief  recess.] 

The  Chairman.  The  committee  will  please  come  to  order. 

Well,  thank  you  again,  gentlemen,  for  your  patience  and  under- 
standing. We  want  to  add  Dr.  R.  Dan  Brumbaugh,  who  culled 
through  the  report  on  the  credit  union  industry  with  Dr.  Barth, 
and  also  Mr.  Bauer. 

So  if  there  is  no  objection,  we  will  recognize  you  in  the  order  we 
introduced  you,  beginning  with  Mr.  McCool.  Mr.  McCool. 

STATEMENT  OF  THOMAS  J.  McCOOL,  ASSOCIATE  DHIECTOR, 
FINANCIAL  INSTITUTIONS  AND  MARKETS  ISSUES,  GENERAL 
GOVERNMENT  DIVISION,  GENERAL  ACCOUNTING  OFFICE 

Mr.  McCooL.  Mr.  Chairman,  it  is  a  pleasure  to  appear  again  be- 
fore the  committee  to  continue  our  discussion  of  the  credit  union 
industry  and  its  regulator,  the  National  Credit  Union  Administra- 
tion. 

Today,  we  are  going  to  address  issues  regarding  the  44  corporate 
credit  unions  and  U.S.  Central  Credit  Union.  We  highlight  the 
combined  financial  condition  of  these  institutions,  their  investment 
policies  and  practices,  and  conclude  with  our  views  about  potential 
issues  that  could  affect  the  financial  health  of  the  corporates,  the 
industry,  and  the  insurance  fund. 

I  would  like  to  start  off  by  talking  about  the  financial  condition 
of  the  corporates  £ind  while  we  talk  about  the  corporates  as  a  group 
we  should  bear  in  mind  that  their  financial  condition  varies.  We 
have  also  not  tried  to  assess  the  safety  and  soundness  of  the 
corporates  either  as  a  group  or  individually. 

In  our  1991  report,  we  emphasized  the  important  role  corporates 
play  in  the  credit  union  industry.  Currently,  the  corporates  hold 
about  10  percent  of  the  total  assets  of  the  member  credit  imions 
for  investment  purposes.  Now,  in  addition  to  being  important  from 
the  investment  perspective,  they  are  also  important  providers  of  li- 
quidity to  credit  unions,  though  currently  credit  unions  are  looking 
primarily  for  investment  services  and  do  not  seem  to  be  in  as  great 
a  need  of  liquidity.  That  may  change  in  the  future,  of  course. 

Now,  from  the  standpoint  of  the  corporate  credit  unions,  the  in- 
come of  the  corporate  credit  unions  has  been  growing  over  the  3  or 
4  years  since  we  did  our  report,  and  as  a  result  of  this,  there  has 
also  been  an  increase  in  the  capital  the  corporates  are  holding. 

Our  1991  report  noted  that  the  capital  of  the  corporates  was  low 
compared  to  other  credit  unions  and  financial  institutions,  and  that 
we  thought  that  NCUA  should  attempt  to  try  to  increase  the  cap- 
ital of  the  corporates.  Since  the  yearend  of  1990,  that  condition  has 
improved,  although  it  still  is  true  that  nearly  all  corporates  are 
very  highly  leveraged  institutions. 

Now,  the  corporates'  investment  portfolios,  in  the  main,  contain 
high  quality  assets,  but  the  investment  portfolios  as  a  group  appear 
to  nave  changed  in  the  year  since  we  did  our  study.  In  particular, 
investments  in  Federal  funds  have  dropped  sharply  and  holdings 
of  collateralized  mortgage  obligations  and  similar  securities  now 


15 

comprise  an  important  share  of  total  investments.  Also,  the  aver- 
age maturity  of  investments  has  increased  somewhat. 

These  changes  may  well  have  increased  interest  rate  risk.  In- 
creased risk  taking  by  corporates  could  be  an  issue  that  bears 
watching.  Improved,  but  still  low,  capitalization  of  corporates  and 
the  high  concentration  of  member  credit  union  investments  in  the 
corporates  argues  against  corporates  taking  on  too  much  more  risk. 

Now,  in  terms  of  U.S.  Central,  we  have  noted  the  average  bal- 
ance of  assets  has  been  down  somewhat,  and  this  probably  reflects 
two  things.  One  is  that  there  has  been  an  increased  loan  demand 
at  the  level  of  the  individual  credit  union,  which  tends  to  reduce 
the  amounts  of  investments  that  go  to  the  corporates  and,  there- 
fore, to  U.S.  Central.  And,  in  addition,  there  has  been  a  trend  to- 
ward more  direct  investing  by  the  member  corporates,  and,  there- 
fore, less  would  be  directed  toward  U.S.  Central. 

Now,  U.S.  Central's  capital  has  historically  been  allowed  by 
NCUA  to  be  at  a  level  below  that  of  the  other  corporates.  I  think 
it  was  mentioned  early  in  the  day  that  U.S.  Central's  capital  is 
down  around  1  percent  of  their  assets,  which  is  something  that  we 
have  noted  in  our  1991  report,  that  their  capital  was  very  low  and 
it  is  still,  while  being  a  slight  bit  higher,  is  still  quite  low. 

NCUA  has  allowed  this  capital  to  be  low  for  a  number  of  reasons, 
but  one  of  the  reasons  was  that  U.S.  Central's  investment  policies 
had  been  very  conservative,  and  at  the  time  of  our  1991  report  we 
agreed  with  NCUA's  characterization  of  U.S.  Central's  investment 
policies.  Now,  however,  there  are  indications  that  U.S.  Central  may 
in  recent  years  have  been  making  riskier  investments  than  was 
previously  the  case,  in  which  case  the  1  percent  of  assets  as  capital 
may  not  be  sufficient. 

Now,  I  would  like  to  just  mention  a  few  issues  that  we  wanted 
to  raise  about  corporate  credit  unions.  The  first  has  to  do  with  the 
risk-based  capital  system.  We  have  long  favored  tailoring  the  cap- 
ital requirements  for  depository  institutions  to  the  risks  that  it 
takes.  In  our  1991  report,  we  recommended  NCUA  institute  a  risk- 
based  capital  system  for  corporates.  Since  that  time  NCUA  has  in- 
stituted a  risk-based  capital  system  for  corporates,  but  we  have 
some  questions  about  the  extent  to  which  this  really  addresses  all 
the  risks  that  need  to  be  addressed. 

The  NCUA  risk-based  capital  system  parallels  the  type  of  system 
used  by  the  banks  as  required  by  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991,  but,  as  such,  the  NCUA  sys- 
tem specifies  minimum  levels  of  primary  and  secondary  capital 
based  on  risk-adjusted  assets  only,  but  there  is  no  requirement  for 
a  minimum  level  of  capital  to  total  assets  or  leverage  ratio.  Mini- 
mum capital  levels  would  provide  additional  protection,  because 
the  present  system  does  not  take  into  account  interest  rate  or  man- 
agement risk  but  is  focused  primarily  on  credit  risk. 

A  second  issue  that  we  would  like  to  raise  has  to  do  with  the  im- 
portance that  the  corporate  credit  system  has  for  small  credit 
unions.  Small  credit  imions  continue  a  historical  tradition  of  volun- 
teer nonprofessional  management  and  part-time  clerical  and  ac- 
counting support.  Because  of  their  lack  of  financial  expertise,  small 
credit  unions  have  relied  heavily  on  their  respective  corporate  for 
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investment  and  liquidity  services.  We  believe  these  services  should 
include  objective  and  informed  advice  about  investment  products. 

In  addition,  because  of  the  equity  commitment  a  credit  union 
makes  to  its  corporate  in  the  membership  capital  share  deposit,  it 
is  in  the  interest  of  protecting  the  insurance  fund  that  corporates 
needs  to  pursue  a  low  risk  investment  policy.  Higher  risk  invest- 
ments are  abundantly  available  elsewhere,  but  small  credit  unions 
should  be  entitled  to  safe  investments  into  corporate. 

Mr.  Chairman,  that  concludes  my  statement  and  I  will  be  happy 
to  answer  any  questions. 

[The  prepared  statement  of  Mr.  McCool  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you,  Mr.  McCool. 

Dr.  Black. 

STATEMENT  OF  HAROLD  A.  BLACK,  PROFESSOR  OF  FINAN- 
ClAL  INSTITUTIONS  AND  HEAD,  DEPARTMENT  OF  FINANCE, 
UNIVERSITY  OF  TENNESSEE,  AND  CHAIRMAN,  CORPORATE 
CREDIT  UNION  STUDY  COMMITTEE 

Mr.  Black.  Thank  you,  Mr.  Chairman. 

Our  committee  members,  Drs.  William  F.  Ford  and  Albert  E. 
DePrince,  Jr.,  of  Middle  Tennessee  State  University,  Dr.  James  R. 
Kudlinski  of  Overland  Park,  Kansas,  and  Dr.  Robert  L.  Schweitzer 
of  the  University  of  Delaware,  and  I  were  charged  by  the  National 
Credit  Union  Administration  with  the  responsibility  of  evaluating 
the  investment  behavior  and  risk-taking  of  the  corporate  credit 
union  network.  In  addition  to  recommendations  concerning  invest- 
ment behavior  and  risk-taking,  our  findings  are  also  relevant  to 
regulatory  oversight  and  corporate  governance.  Those  findings  and 
recommendations  are  as  follows.  I  am  actually  grateful  for  the 
events  since  the  submission  of  the  report  as  evidenced  by  the  testi- 
mony of  Mr.  Carver  this  morning,  which  have  rendered  dated  to 
many  of  the  comments  in  the  report. 

We  have  recommended  the  following: 

Improved  procedures  to  monitor  and  evaluate  the  risk-taking  or 
the  exploiting  interest  rate  risk  to  achieve  higher  investment  yields 
need  to  be  implemented  by  the  corporate  credit  union  network  and 
be  closely  monitored  by  NCUA. 

Additional  and  better  trained  corporate  examiners  are  needed  to 
properly  monitor  the  corporate  credit  union  network,  and  they 
should  be  adequately  compensated  to  attract  and  maintain  high 
quality  staff. 

Management  personnel  in  the  corporate  credit  unions  must  be  as 
adept  at  understanding  investment  products,  including  derivative 
instruments,  as  are  those  instruments,  excuse  me,  individuals  at 
investment  banking  firms  that  market  such  products  to  the  net- 
work. NCUA  should  carefully  evaluate  the  qualifications  of  man- 
agement personnel  in  the  corporate  credit  union  network. 

NCUA  should  require  that  all  corporates  that  utilize  derivatives 
retain  outside  independent  advisors  who  report  directly  to  the 
boards  of  directors  regarding  derivative  activity. 

Additional  corporate  examiners  that  specialize  in  derivatives  are 
needed,  and  that  NCUA  should  employ  a  senior  level  derivatives 
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specialist  to  keep  the  examiners  and  staff  informed  on  derivative 
activity. 

In  order  to  keep  current  on  the  latest  developments  in  deriva- 
tives, NCUA  should  retain  a  consulting  relationsnip  with  academic 
experts,  whom  incidentally  I  am  not  one,  whose  primary  area  of  ex- 
pertise is  in  derivatives. 

We  have  also  found  that  the  primary  capital  levels  of  the  cor- 
porate credit  union  network,  as  you  have  heard  today,  are,  on  aver- 
age, inadequate. 

We  recommend  that  NCUA  should  establish  stronger  capital 
standards  for  corporates  and  especially  for  U.S.  Central  to  meet 
both  the  primary  and  risk-based  capital  requirements  set  by 
NCUA. 

The  current  practice  of  defining  the  maximum  allowable  expo- 
sure to  one  borrower  as  a  percentage  of  corporate  assets  should  be 
discontinued.  It  should  be  replaced  with  a  new  minimum  asset  di- 
versification rule  based  on  primary  capital. 

Our  committee  recommends  that  NCUA  adopt  risk-based  capital 
requirements  associated  with  interest  rate  risk  and  derivative  ac- 
tivities and  to  include  these  in  risk -based  capital  calculations. 

We  have  found  that  the  credit  analysis  procedures  in  the  cor- 
porate credit  union  network  have  not  kept  pace  with  the  increased 
volume  of  fiinds  flowing  into  the  system.  As  a  result,  we  have  rec- 
ommended that  corporates  should  develop  an  internal  system  to 
critically  monitor  the  credit  quality  of  all  significant  assets  subject 
to  credit  risk,  and  that  this  monitoring  system  should  go  well  be- 
yond simply  reviewing  published  reports  of  the  rating  agencies  and 
the  financial  press. 

In  order  to  increase  the  diversity  of  corporate  credit  union  port- 
folios for  the  purposes  of  safety  and  soundness,  we  recommend  that 
the  moratorium  on  new  foreign  investments  should  be  lifted  subject 
to  rather  stringent  recommendations  that  we  have  made  concern- 
ing only  investments  in  the  highest  grade  instruments. 

We  have  noted,  although  it  was  beyond  the  scope  of  the  study, 
that  approximately  three-quarters  of  credit  union  investments  are 
placed  outside  this  network,  and  we  recommend  that  those 
investible  funds  should  be  more  closely  monitored  by  NCUA. 

We  have  found  that  the  corporate  credit  union  network  uses  de- 
rivative instruments  to  hedge  interest  rate  risk  and  create  syn- 
thetic securities  for  other  corporates  and  natural  person  credit 
unions. 

Our  committee  recognizes  that  while  only  the  two  corporates  that 
Mr.  Carver  mentioned  this  morning  are  producing  derivative  prod- 
ucts directly,  that  all,  if  not  most,  corporates  and  many  natural 
person  credit  unions  maintain  derivative  instruments  in  their  port- 
folios. For  the  proper  management  of  derivative  activities,  the  bal- 
ance sheet  and  off-balance  sheet  activities  of  corporates  should  re- 
flect fair  market  value,  mark-to-market  accounting,  and  it  should 
be  done  on  a  periodic  basis. 

Our  committee  recommends  that  NCUA  consider  establishing 
risk-based  capital  requirements  for  risks  associated  with  interest 
rate  risk  and  derivative  activities. 

We  have  also  noted  that  the  traditional  three-tiered  structure  in 
the  credit  union  industry  is  being  restructured  by  market  forces. 
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We  have  recommended  that  all  corporates,  including  U.S.  Central, 
should  be  stand-alone  institutions,  independent  of  leagues  and/or 
trade  associations.  The  committee  found  no  reasonable  justification 
for  integrated  corporates.  Indeed,  the  integrated  structure  may 
hinder  the  prudent  management  of  the  corporate. 

In  order  to  better  serve  natural  person  credit  vmions  and  their 
members,  fields  of  membership  should  be  a  market  driven  process. 
This  means  all  corporates  should  have  wider  and  expanded  fields 
of  membership  in  order  to  increase  efficiency  and  lower  the  price 
of  services  to  member  institutions. 

Our  committee  finds  that  many  distinctions  between  U.S. 
Central  and  other  corporates  are  arbitrary  and  recommends  that 
they  be  eliminated.  Further,  the  committee  recommends  that 
NCUA  anticipate  market  occurrences  and  take  little  action  that 
will  inhibit  those  market  forces  from  redefining  the  current  three- 
tier  system. 

And  finally,  the  purchasers  of  membership  capital  shares,  we 
note,  are  the  owners  of  the  corporate  and  should  have  full  voting 
powers  to  elect  the  corporate's  board  of  directors. 

Thank  you  again,  and  I  welcome  your  questions. 

[The  prepared  statement  of  Mr.  Black  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you,  very  much,  Dr.  Black. 

Mr.  Bauer. 

STATEMENT  OF  PAUL  A.  BAUER,  PRESIDENT  AND  CEO,  THE 

BAUER  GROUP,  INC. 

Mr.  Bauer.  Mr.  Chairman  and  members  of  the  committee,  thank 
you  for  this  opportunity  to  discuss  the  financial  condition  of  the 
corporates.  I  do  not  want  to — I  know  you  are  pressed  for  time  and 
I  will  not  repeat  everything  Dr.  Black  said,  and  Mr.  McCool,  so  I 
will  turn  to  what  I  can  contribute  that  might  shed  some  more  in- 
sight onto  this  problem. 

As  noted,  at  the  50  percent  level,  U.S.  Central  still  fails  its  cap- 
ital ratio  requirements.  And  its  primary  capital  risk- weighted  asset 
ratio  and  total  capital  risk-weighted  ratios  are  3.94.  Its  require- 
ments are  2  percent  and  4  percent,  respectively. 

In  my  opinion,  there  is  no  acceptable  reason  for  this  explanation 
for  U.S.  Central's  capital  waiver.  It  has  been  cited  in  the  past  that 
U.S.  Central  has  a  larger  investment  portfolio — shows  a  greater  de- 
gree of  care,  a  greater  degree  of  expertise,  and  I  simply  cannot  see 
where  that  is  justified. 

What  I  did  to  support  my  contention  was  I  prepared  a  schedule 
B,  that  is  included  with  my  testimony,  and  it  compares  U.S.  Cen- 
tral's capital  ratios  to  the  largest  25  U.S.  banks. 

You  will  see,  based  on  the  risk-weighted  capital  ratios,  which  we 
all  agree  are  the  best  indicator  of  capital  ratios  that  U.S.  Central, 
which  is  somewhere  two-thirds  down  the  list,  with  $27.6  billion  in 
assets,  has  a  3.9  as  noted.  The  next  lowest  is  NationsBank  of  North 
Carolina  with  a  6.068  and  an  8.049,  respectively.  And  most  of 
them,  as  you  will  note,  are  in  the  9  and  10  percent  range. 

As  far  as  foreign  investments  go,  it  would  be  reasonable  to  as- 
sume that,  for  example.  Citibank  or  Bank  of  America,  with  offices 
worldwide,  would  have  much  more  of  an  opportunity  to  make  for- 
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eign  investments  that  were  better  thought  out  and  better 
researched. 

We  have  also  discussed  the  situation  with  natural  credit  union 
investments  in  the  corporates,  and  I  turn  to  exhibit  D,  schedule  D. 
You  will  see  here  that  even  though  we  know  that  26  percent  of  the 
natural  credit  union  investments  go  into  the  corporates,  and  51 
percent  on  average  of  the  corporates'  investments  go  into  U.S. 
Central,  that  is  not  quite  the  case.  Nearly  half  of  the  corporates 
that  invest  in  U.S.  Central,  invest  in  excess  of  92  percent.  Essen- 
tially, they  are  simply  serving  as  conduits  and  those  funds  are  sim- 
ply going  through  the  corporates  into  U.S.  Central. 

When  we  examined  the  rates  that  the  corporates  pay,  particu- 
larly the  rates  on  those  corporates  that  have  gross  investments  in 
excess  of  $1  billion,  we  find  that  the  rates  are  inversely  propor- 
tional to  the  amount  of  money  in  U.S.  Central. 

For  example,  if  you  take  someone  like  WesCorp,  as  a  good  exam- 
ple, they  only  had  38  percent  of  their  gross  investments  in  U.S. 
Central's,  the  rest  are  in  treasuries  and  other  investments,  and 
they  pay  their  natural  person  credit  unions  a  higher  return  on  a 
weekly  basis  in  every  category  than  those  institutions,  those 
corporates,  that  invest  most  of  their  money  through  U.S.  Central. 

Now,  the  problem  here  is  that  the  natural  person  credit  union 
does  not  have  the  opportunity  to  take  advantage  of  that.  They  sim- 
ply cannot  turn  around  and  say,  WesCorp  pays  a  higher  return  so 
I  would  like  to  do  business  with  WesCorp,  although  we  are  seeing 
a  situation  with  WesCorp  in  Washington  where  they  have  decided 
to  take  on  Washington  Corporate. 

So  some  of  the  recommendations  made  here,  I  agree  with.  In  con- 
clusion, I  simply  state  that  there  is  no  logic  for  the  waiver  for  U.S. 
Central.  There  are  many  corporates  here  that  do  not  serve  an  in- 
vestment function.  They  certainly  serve  other  functions.  Those 
functions  could  be  assumed  by  a  U.S.  Central,  as  several  natural 
person  credit  unions;  they  could  be  assumed  by  any  one  of  a  variety 
of  other  corporate  credit  unions,  and  there  seems  to  be  no  reason 
for  the  three  tiers  at  all. 

I  thank  you  for  allowing  me  this  opportunity,  and  I  am  open  to 
any  questions. 

[The  prepared  statement  of  Mr.  Bauer  can  be  found  in  the 
appendix.] 

The  Chairman.  Well,  I  want  to  thank  you  very  much,  Mr.  Bauer. 

There  is  about  5  minutes  left  on  this  recorded  vote  call,  so,  again, 
I  am  going  to  beg  your  pardon  and  have  a  short  recess  of  no  more 
than  about  10  minutes.  I  do  not  think  there  will  be  any  procedural 
vote  after  that. 

It  also  gives  me  an  opportunity  to  patrol  for  absent  members  and 
bring  them  in. 

[Brief  recess.] 

The  Chairman.  Well,  we  tried,  but  other  than  two  fish,  the  rest 
recorded  their  votes  and  escaped  the  net.  So  we  are  calling,  though, 
because  I  think  we  will  be  all  right  now,  not  only  for  this  panel, 
but  the  next  panel  as  well.  I  don't  think  there  will  be  an  interrup- 
tion, unless  there  is  some  unexpected  legislative  procedural  erup- 
tion, and  then,  of  course,  nobody  can  predict  those  things.  But  oth- 
erwise, we  should  be  all  right.  And  uninterrupted. 
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It  is  just  that  at  this  point,  if  members  have  other  committee  as- 
signments, they  may  be  having  hearings,  but  also  this  is  a  time 
when  they  have  some  luncheon  engagements  and  that  may  be  the 
reason. 

In  any  event,  I  apologize  for  the  interruption,  and  we  will  con- 
tinue with  Dr.  Barth. 

STATEMENT  OF  JAMES  A.  BARTH,  CHAIRMAN,  DEPARTMENT 
OF  FINANCE  OF  AUBURN  UNIVERSITY 

Mr.  Barth.  Thank  you,  Mr.  Chairman,  for  the  opportunity  to 
testify  today.  Dan  Brumbaugh  and  I  will  briefly  summarize  our 
written  testimony.  I  will  proceed  first  and  Dan  will  make  a  few 
additional  comments. 

I  think  it  is  important  at  the  outset  to  point  out  that  the  credit 
unions  are  the  success  story  of  the  1980's.  Unlike  the  savings  and 
loans  and  the  banks,  there  was  no  serious  threat  of  the  taxpayer 
infusion  of  funds  to  resolve  failed  credit  unions. 

Indeed,  it  is  interesting  to  note  that  credit  unions  accounted  for 
only  three-tenths  of  1  percent  of  the  total  costs  to  resolve  all  failed 
Federal  insured  depositories  from  1980  to  1992.  The  credit  unions 
solved  their  problems  themselves  through  a  recapitalization  of  their 
insurance  fiind  in  1985.  For  that,  all  taxpayers  should  be  thankful. 

Today,  as  other  individuals  have  testified,  credit  unions  are,  on 
average,  well  capitalized  and  the  insurance  fund  for  credit  unions 
is  in  good  shape. 

However,  there  is  intense  competition  in  the  financial  market- 
place. To  demonstrate  this  fact,  it  is  interesting  to  point  out  that 
federally  insured  depositories,  the  credit  imions,  the  savings  and 
loans,  the  commercial  and  savings  banks  have  seen  their  share  of 
the  total  assets  of  all  financial  service  firms  in  the  United  States 
decline  from  65  percent  in  1950  to  36  percent  today. 

In  such  an  intensely  competitive  and  evolving  environment,  cred- 
it unions  and  other  depositories  have  been  and  will  continue  to 
alter  their  mix  of  activities  to  remain  financially  viable.  In  such  a 
setting,  it  is  important  they  all  prudently  manage  their  risk.  In 
this  regard,  Dan  and  I  would  like  to  make  the  following  points. 

First,  credit  unions  should  be  subjected  to  the  same  minimum 
capital  standards  and  financial  reporting  requirements  as  other 
federally  insured  depositories.  There  may  be  justification  for  ex- 
cluding some  of  the  smaller  credit  unions  fi-om  detailed  financial 
reporting  requirements. 

Second,  there  is  no  need  for  44  separate  corporate  credit  unions 
and  U.S.  Central.  Each  of  these  entities  should  be  permitted  to 
compete  for  the  business  of  any  natural  person  credit  union.  This 
will  lead  to  efficiencies  that  benefit  all  members  of  credit  unions. 
As  was  pointed  out  by  Mr.  Bauer,  if  WesCorp  can  offer  higher  re- 
turns on  investments  by  natural  person  credit  unions,  credit  unions 
nationwide  should  be  permitted,  if  they  wish,  to  invest  in  WesCorp, 

Third,  trade  association  people  should  not  serve  as  directors  of 
U.S.  Central.  It  is  my  understanding  that  there  may  be  some  con- 
fusion about  what  it  is  that  CUNA  said  regarding  the  manage- 
ment, and  Dan  Brumbaugh  will  say  more  about  that  issue  in  a 
minute. 
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Fourth,  U.S.  Central  recently  invested  in  a  Spanish  bank, 
Banesto,  and  BNL,  both  of  which  attracted  some  critical  attention. 
To  manage  risk,  one  needs  to  be  able  to  measure  it.  U.S.  Central 
should,  therefore,  more  fully  disclose  information  about  all  of  its  ac- 
tivities and  investments.  That  is  not  being  done,  and  I  believe  we 
heard  that  based  upon  the  testimony  of  other  individuals  today. 

Fifth,  to  assess  the  capital  adequacy  of  U.S.  Central  and  the  indi- 
vidual corporate  credit  unions,  one  really  needs  to  consolidate  their 
activities  with  those  of  the  natural  person  credit  unions  which  up- 
stream funds  to  them.  It  is  appropriate  for  natural  person  credit 
unions  to,  indeed,  shift  the  risk  of  their  operations  to  corporate 
credit  unions  or  U.S.  Central. 

I  think  one  has  to  more  carefully  consider  the  appropriate  level 
of  capital  for  corporate  credit  unions  or  U.S.  Central  by  looking  at 
the  risk  shifting  that  is  being  done  by  natural  person  credit  unions. 

Now,  I  will  let  Dan  make  some  additional  comments  about  these 
and  other  issues. 

[The  prepared  statement  of  Mr.  Earth  can  be  found  in  the 
appendix.] 

STATEMENT  OF  DAN  BRUMBAUGH,  JR.,  ECONOMIST 

Mr.  Brumbaugh.  Thank  you,  Jim.  And  thank  you,  Mr.  Chair- 
man. I  just  want  to  make  a  few  comments  about  perhaps  two  or 
three  issues:  Corporate  governance,  capital,  and  perhaps  say  a 
word  or  two  about  derivatives  and  derivatives  in  the  context  of  ap- 
propriate disclosure. 

Our  understanding  about  what  was  said  this  morning  about  cor- 
porate governance  or  management  interlock  having  to  do  with 
CUNA  and  the  U.S.  Central  in  particular  was  that  it  would  no 
longer  have  a  member  from  CUNA  serving  as  the  CEO  but  would 
maintain  its  representation  in  terms  of  having  three  directors  on 
the  board  of  U.S.  Central,  and  in  addition  there  would  be  two  other 
members  from  two  other  trade  associations. 

We  feared  this  morning  that  it  was  interpreted  that,  in  fact,  they 
had  said  that  they  were  not  going  to  have  any  presence  on  the 
board  of  directors  as  well  as  dropping  the  CEO.  Although  if  may 
be  considered  a  step  in  the  right  direction,  it  is  a  small  step  in  the 
right  direction,  and  in  fact  I  want  to  reiterate  what  Jim  and  others 
have  said. 

We  believe  that  it  is  completely  inappropriate  that  members  of 
trade  associations  serve  on  the  board  of  directors  of  U.S.  Central 
or  corporate  credit  unions.  There  is  a  huge  conflict  of  interest  in 
promoting  the  industry  and  sometimes  the  fiduciary  responsibility 
of  the  boards  of  directors. 

Now,  addressing  the  issue  of  capital,  it  seems  to  be  a  consensus 
that  there  needs  to  be  an  addition  to  capital  at  U.S.  Central  and 
the  corporate  credit  unions,  and  we  would  like  to  suggest  that 
there  are  some  issues  to  consider  before  everyone  jumps  on  that 
particular  bandwagon. 

You  know,  Mr.  Chairman,  the  natural  person  credit  unions  are 
responsible  for  the  national  credit  union  share  insurance  fund  and 
that  1  percent  of  insured  liabilities  is  at  the  national  credit  union 
share  insurance  fund  and  9  percent  capital  exists  among  the  natu- 
ral person  credit  unions. 
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There  is  already  a  9  percent  capital  level  cushion  between  the  de- 
terioration of  anything  that  would  happen  at  the  U.S.  Central  or 
the  corporate  credit  unions  and  losses  to  the  insurance  fund  and 
ultimately  to  the  taxpayer. 

Thus,  you  can  look  at  it  this  way,  that  the  2  percent  capital  that 
exists  on  the  approximately  $40  billion  in  assets  at  corporate  credit 
unions,  plus  the  9  percent  between  the  $277  or  $300  billion  in  nat- 
ural person  credit  unions,  stands  between  deterioration  and  losses 
that  could  be  met  by  taxpayer  dollars  or  by  the  National  Credit 
Union  Share  Insurance  Fund. 

In  addition  to  that,  there  is  another  issue  to  take  into  consider- 
ation, which  is  that  most  of  the  funds — the  shares  deposited  at  U.S. 
Central  and  the  corporate  credit  unions  are  iminsured.  Therefore, 
if  there  were  losses,  they  would  not  necessarily  be  any  loss  to  the 
share  insurance  fund. 

In  addition  to  this,  there  are  issues  of  risk  which  are  somewhat 
different  than  issues  of  risk  that  exist  for  other  federally  insured 
depositories.  To  the  extent  that  natural  person's  credit  unions  cap- 
ital is  actually  at  risk,  that  9  percent  capital,  they  have  a  substan- 
tial incentive  to  monitor  the  risks  being  taken  by  U.S.  Central  and 
corporate  credit  unions.  If  you  take  all  of  those  things  in  consider- 
ation, Jim  and  I  think  that  there  are  reasons  to  examine  more 
closely  what  appears  to  be  the  assumption  at  the  moment  that  ad- 
ditional capital  is  necessary. 

Finally,  let's  just  look  at  it  in  the  context  of  derivatives  for  a  mo- 
ment and  disclosure.  There  seems  to  be  a  great  deal  of  concern 
about  derivatives  at  the  moment.  However,  as  Congressman  Leach 
indicated  earlier,  derivatives  can  actually  serve  the  function  of 
minimizing  risk  when  they  are  used  in  certain  sorts  of  ways. 

Derivatives  were  also  an  instrument  that  was  designed  by  the 
entire  financial  market  as  a  way  of  becoming  more  efficient  in  the 
use  of  certain  assets.  So  even  though  derivatives  are  at  the  moment 
a  cause  of  sort  of  general  concern,  there  is  reason  to  believe  that 
derivatives  are  actually  really  rather  benign,  and  as  long  as  the 
risks,  as  Jim  alluded  to  earlier,  are  fully  disclosed  and  as  long  as, 
for  example,  the  natural  person  credit  imions  have  such  a  huge  in- 
terest in  monitoring  the  kinds  of  risk  that  is  being  taken,  if  those 
risks  are  disclosed,  and  if,  for  example,  the  investments  that  are 
made  by  U.S.  Central  and  the  investments  made  by  corporate 
unions  are  fully  disclosed,  and  if  they  are  also  examined  and 
supervisioned  under  a  uniform  system  of  regulation  which  we 
would  recommend  among  all  regulatory  agencies,  there  really  may 
be  very  little  reason  to  be  too  concerned  about  the  development  of 
new  instruments  like  derivatives. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you.  Dr.  Brumbaugh. 

Let  me  say  for  myself  that  I  am  deeply  grateful  for  the  testimony 
that  you  all  have  given  here  today.  It  is  very,  very,  pertinent  and 
very  informative  to  us.  And  running  the  spectrum  of  not  only  this 
testimony  but  previous,  it  is  something  that  I  deeply  appreciate. 

I  had  some  questions  based  on  the  prepared  testimony  that  we 
had  an  opportunity  to  read  before  the  meeting.  And  I  had  one  for 
Dr.  Black  with  respect  to  investment  strategies. 
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About  5  years  ago,  a  review  of  the  corporate  credit  unions  found 
that  at  that  time  over  90  percent  of  the  assets  of  corporate  credit 
unions  were  invested  in  U.S.  Central.  It  seems  that  now  in  1994, 
your  committee  found  that  one-fourth  or  25  percent  of  credit  union 
investments  are  placed  in  the  network,  so  to  speak,  and  the  re- 
maining 75  percent  are  mainly  invested  in  the  financial  markets  by 
natural  person  credit  unions. 

Can  you  enlarge  on  that?  And  if  you  have  an  explanation  for  this 
decline,  I  would  appreciate  it  very  much. 

Mr.  Black.  Yes,  sir.  I  believe,  as  you  heard  earlier  today,  Mr, 
Bauer  was  talking  about  this  as  well,  that  other  corporate  credit 
unions  and  even  natural  person  credit  unions  have  found  other 
avenues  available  to  them  that  yield  higher  rates  of  return  than 
those  that  come  from  U.S.  Central. 

There  has  also  been  another  trend  as  well.  You  are  well  aware 
of  some  of  the  investment  practices  of  U.S.  Central,  for  instance, 
the  Banesto  investment  that  Jim  talked  about.  Well,  one  of  the 
consequences  of  such  investments  has  actually  been  a  reevaluation 
of  U.S.  Central's  investment  practices  by  those  corporate  credit 
unions  and  natural  person  credit  unions,  and  there  has  been  a  dim- 
inution of  funds  flowing  to  them  as  a  direct  consequence  of  such 
investments  such  as  Banesto.  But,  basically,  what  is  going  on  here 
is  that  there  are  other,  more  profitable  avenues  for  these  institu- 
tions to  invest  in  and  that  is  what  is  occurring  today. 

The  Chairman.  If  U.S.  Central  were  to  merge  with  other  cor- 
porate credit  unions,  do  you  believe  that  would  tend  to  reestablish 
its  customary  base? 

Mr.  Black.  Well,  that  is  quite  possible,  and  probably  given  our 
recommendations  and  some  of  the  recommendations  that  you  have 
heard  today,  that  if  there  were  expanded  fields  of  membership 
there  would  also  be  a  consolidation  of  the  44  corporates,  including 
U.S.  Central,  into  a  smaller  number  that  could  much  more  effi- 
ciently and  effectively  serve  credit  unions.  However,  I  believe  that 
the  important  issue  is  whether  or  not  safe,  sound  investments  can 
be  found  that  are  properly  diversified,  that  yield  adequate  rates  of 
return.  If  those  institutions,  for  instance,  a  merged  U.S.  Central 
can  provide  that,  then  yes,  those  funds  will  flow  back  into  it.  If  not, 
then  those  funds  will  remain  outside  the  corporate  system. 

The  Chairman.  Well,  some  of  the  questions  I  had  about  the  com- 
mittee's recommendations  and  with  respect  to  what  Dr. 
Brumbaugh  referred  is  the  need  for  capital  levels  and  I  don't  know 
how  to  do  that  without  getting  lower  rates  of  return.  And  had  I 
asked  this  question  before  of  Mr.  Carver,  should  the  U.S.  Central 
be  allowed  to  absorb  other  credit  unions? 

Mr.  Black.  Once  again,  I  really  do  believe  that  the  institution 
that  comes  from  such  a  merger,  that  one  has  to  consider,  as  Mr. 
Carver  stated,  not  only  the  capital  of  U.S.  Central,  the  capital  of 
the  institution  being  merged,  and  the  new  institution  as  well. 

As  Mr,  Brumbaugh  has  pointed  out,  there  is  a  very  strong  capital 
base  in  the  credit  union  industry.  The  question  is  whether  or  not 
the  capital  base  of  such  a  merged  institution  or  U.S.  Central  is  ade- 
quate and  is  appropriate  for  the  level  of  risk-taking  of  that  institu- 
tion. I  believe  that  that  is  the  fundamental  question  that  needs  to 
be  addressed. 
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The  Chairman.  OK.  It  was  very  interesting  to  note  in  your  state- 
ment that  the  committee  found  that  the  distinction  between  the 
U.S.  Central  and  the  other  corporates  is  arbitrary  and  there  is  a 
recommendation  there  to  work  toward  the  elimination  of  that  dis- 
tinction or  distinctions. 

Are  you  concerned,  individually,  about  the  pace  of  permitting  the 
corporates  to  compete  against  each  other  for  business? 

Mr,  Black.  Sir,  I  believe  that  NCUA  must  carefully  monitor  that 
entire  process.  One  of  the  things  that  our  committee  found  was 
that  U.S.  Central  was  taking  steps  to  more  directly  provide  serv- 
ices to  natural  person  credit  unions,  something  that  the  corporates 
had  done  before,  putting  them  into  more  direct  competition  with 
those  institutions  that  had  actually  provided  its  capital  base. 

What  we  were  s^ng  in  our  report  that  those  distinctions  that 
exist  between  U.S.  Central  and  the  rest  of  the  corporates  may  well, 
given  the  changes  in  the  market,  be  arbitrary.  And  that  if  they  are 
indeed  arbitrary,  what  we  are  really  seeing  is  a  movement  from  the 
three-tier  system  into  a  more  of  a  two-tier  system,  and  if  mergers 
are  to  take  place  we  would  strongly  recommend  that  NCUA  mon- 
itor and  shepherd  that  process  along  so  that  those  concerns  that 
you  have  just  expressed  will  not  actually  be  evident. 

The  Chairman.  Thank  vou  very  much. 

Mr.  Black.  You  are  welcome,  sir. 

The  Chairman.  In  your  testimony,  Mr.  McCool,  on  page  6,  the 
prepared  testimony,  you  say  as  of  June  30,  1994,  the  unaudited 
statements  of  U.S.  Central  showed  total  assets  of  $19.8  billion. 
This  represented  a  28  percent  decline  from  total  assets  of  $27.6  bil- 
lion on  December  31,  1993.  However,  this  decline  is  not  as  signifi- 
cant as  it  might  at  first  appear  because  the  yearend  closing  balance 
of  total  assets  are  not  representative  of  U.S.  Central's  size  on  an 
average  basis.  The  daily  average  balance  of  U.S.  Central's  total  as- 
sets for  December  1993  was  $19.6  billion  and  decreased  to  $18.1 
billion  for  June  1994. 

Now,  in  the  next  page  you  say,  still  there  has  been  a  declining 
trend  in  the  use  of  U.S.  Central  by  its  42-member  corporates.  What 
does  this  mean  to  you,  if  you  could  enlarge  a  little  bit  on  that? 

Mr.  McCooL.  Well,  the  change  in  the  average  daily  balance, 
which  is  a  much  smaller  change  than  the  change  from  the  yearend 
balance  at  the  end  of  1993  to  the  midpoint  of  1994,  the  smaller 
change,  I  think  reflects,  as  I  stated,  the  fact  that  the  corporates  are 
generally  not  using  U.S.  Central  as  much  as  they  had  in  the  past 
in  part  because  natural  person  credit  imions  have  been  reducing  to 
some  extent  investments  in  the  corporates  and  the  corporates,  in 
turn,  have  been  looking  to  other  avenues  to  place  their  funds. 

I  think  that  the  issue  of  the  difference  between  the  end  of  year 
balance  and  average  monthly  balance  is  something  that  we  have 
not  exactly  been  able  to  understand.  It  seems  to  be  true  that  there 
is  some  sort  of  a  flow  of  funds  into  U.S.  Central  at  the  end  of  the 
month  that  then  disappears  on  an  average  daily  basis,  and  it  is 
something  we  are  not  exactly  sure  that  we  understand  ourselves. 

The  Chairman.  Well,  could  you  enlighten  me  on — this  is  based 
on  the  unaudited  statements  of  U.S.  Central. 

Mr.  McCoOL.  Right. 
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The  Chairman,  When  will  an  audit  report  be  performed  or  its  re- 
port issued? 

Mr.  McCooL.  I  think  that  the  unaudited  was  just  the  midyear, 
so  at  the  end  of  the  year  they  will  have  an  audited  return.  So  the 
testimony  just  refers  to  the  fact  that  the  June  30  was  imaudited 
because  it  was  the  midyear. 

The  Chairman.  So,  as  indicated  here,  this  decline  is  not  of  such 
a  precipitous  nature  that  it  would  ring  any  alarm  bells? 

Mr.  McCooL.  That  is  our  interpretation  at  the  moment,  yes. 

The  Chairman.  On  page  12,  you  say  several  aspects  of  NCUA's 
capital  standards  pose  potential  issues  for  consideration.  Our  ques- 
tion in  this  regard  is  not  audit  findings,  for  we  have  not  conducted 
the  audits  required  to  make  such  findmgs.  Nevertheless,  we  believe 
the  committee  should  be  aware  of  them.  Well,  how  can  we  be  aware 
of  them  if  we  don't  have  the  benefit  of  conducted  audits?  I  will  ask 
the  same  question  there,  since  you  say  these  are  not  audit  find- 
ings  

Mr.  McCooL.  What  we  mean  by  that,  Mr.  Chairman,  is  simply 
that  GAO  did  an  audit  of  the  credit  unions  and  we  released  a  re- 
port back  in  1991.  Since  then,  we  have  not  been  doing  in-depth 
work  at  the  credit  unions.  We  have  been  monitoring  them  and  for 
this  set  of  hearings  we  have  gathered  a  lot  of  materials  and  looked 
at  financial  statements,  but  we  have  not  actually  gone  in  to  look 
at  the  credit  union  industry  and  NCUA  in  the  same  depth  we  did 
for  our  1991  report.  That  is  why  this  is  sort  of  a  caveat  from  our 
perspective  that  we  are  looking  at  public  documents  and,  therefore, 
we  are  giving  you  the  benefit  of  our  interpretation  of  those  docu- 
ments but  that  is  all  it  is. 

The  Chairman.  Well,  the  questions  that  you  speak  of  in  this  re- 
gard that  are  not  audited,  and  which  you  say  you  believe  the  com- 
mittee should  be  aware  of  them,  is  that  suggestive  that  maybe  per- 
haps we  should  request  the  GAO  to  conduct  another  follow  through 
on  the  1991  report? 

Mr.  McCooL.  That  is  always  a  difficult  question  to  answer.  I 
don't  know  that  we  know  that  things  are  in  need  of  such  a  monu- 
mental study.  Maybe  there  is  some  smaller  scale  work  that  might 
be  called  for.  I  think  that  this  discussion  of  the  capital  standards 
is  one  where  we  just  were  raising  some  questions  because  we  do 
have  this  issue,  which  we  did  talk  about  in  our  1991  report  about 
the  fact  that  these  capital  standards  serve  a  purpose,  but  at  the 
same  time  there  is  the  question  about  the  leverage  ratio  and  the 
potential  effectiveness  of  this  for  dealing  with  the  other  types  of 
risk,  other  than  credit  risk,  and  some  of  the  other  issues  that  we 
do  mention  in  the  testimony  are  issues  that  we  did  raise  in  our 
1991  report,  some  of  which  have  been  addressed  and  some  of  which 
haven't  and  so  we  have  not  been  able  to  give  any  bottom  line  con- 
clusion about  whether  the  situation  is  really  better  or  not. 

The  Chairman.  Well,  if  you  follow  through — and  I  am  going  to 
commend  you,  because  I  think  that  vou  have  responded  to  the  com- 
mittee's request  very  well — on  the  following  page  you  say,  the  sec- 
ond NCUA  system,  like  the  Basle  accords,  does  not  address  the 
issue  of  management  risk.  A  corporate  could  invest  almost  exclu- 
sively in  assets  that  are  weighted  at  zero  credit  risk  and  thus  be 
required  to  maintain  practically  no  capital  at  all. 
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Obviously,  this  would  be  unsafe  and  unsound  since  it  would  not 
allow  for  the  possibility  of  management  mistakes.  A  fixed  minimum 
leveraged  ratio  for  corporates  would  better  ensure  that  every  cor- 
porate has  at  least  some  capital  as  a  cushion  against  management 
failures. 

So  that,  to  me,  means  that  we  have  to  raise  some  questions.  And 
as  Dr.  Brumbaugh  indicated,  not  necessarily  because  of  a  demand 
for  some  unreasonable — as  Dr.  Brumbaugh  very  well  pointed  out, 
the  basic  reserve  there,  that  9  percent  he  referred  to.  Nevertheless, 
it  is,  I  would  say  to  our  committee,  a  question  that  we  will  have 
to  follow  through. 

And  I  don't  believe  in  being  sort  of  overreactive  because  of  what 
happened  with  S&Ls  and  all.  I  believe  that  you  almost  have  to  go 
ad  hoc  in  evaluating.  But  where  you  have  a  similarity  of  behavior — 
for  instance,  I  believe  the  Home  Loan  Bank  Board  and  the  FSLIC 
and  the  fact  that  the  Congress  had  been  very  smug  and  the  fact 
that  those  who  were  interested  enough  knew  that  GAO  was  sup- 
posed to  have  an  annual  audit.  But  it  was  not  until  1988  and  1989 
that  there  was  any  significant  revelation  or  concentration  of  inter- 
est in  that  audit  of  FSLIC,  and  by  then,  of  course — of  course,  GAO 
said  then,  I  don't  know  if  you  work  with  Mr.  Wolf  or  not.  But  I  re- 
call, Mr.  Wolf  was  in  GAO,  and  dealing  with  that — and  when  all 
of  the  commotion  started,  then  the  audit  findings  revealed  that  you 
had  had  an  insolvent  situation  and  that  technically  the  Congress 
was  charged  with  knowledge. 

So,  I  feel  that  any  areas,  whether  it  is  credit  unions  or  any  other 
insured  depository  institution,  what  happens  is  that  if  we  have  in 
our  system,  and  we  have  had  even  up  to  1929,  an  elasticity  when 
the  crisis  comes,  which  especially  since  1945,  or  I  would  say  the 
middle  1970's,  they  are  very  difficult  to  assess  or  predict.  But  even 
before  1929,  the  dual  banking  system,  and  the  fact  that  when  the 
deposit  insurance  system  was  created  and  it  became  available  to 
State  chartered  institutions  like  in  my  State  of  Texas,  the  moment 
we  began  to  have  aberrations  or  instability  or  volatility  in  the  in- 
terest rate  market,  you  had  the  immediate  reactions. 

I  remember  1966,  in  fact,  I  remember  the  date,  June  19,  that 
was  the  date  that  the  banks  announced  a  1  whole  percent  point  in- 
crease in  the  prime  interest  rate.  And  it  immediately  reacted. 

Now  back  home,  the  State  of  Texas,  which  has  a  very  interesting 
history  of  S&L  developmental  history,  where  you  had  94,  95  per- 
cent stock,  very  few  mutual,  and  very,  very  much  an  absence  of 
regulatory  conditions,  I  raised  the  issue,  even  before  1966,  that 
why  should  the  Federal  Grovernment  offer  deposit  insurance  with 
no  contribution  from  the  State?  And,  of  course,  anybody  would  have 
died  if  you  had  proposed  some  minimal  regulatory  standards  for 
the  State  chartered  institutions. 

Those  States  like  Texas,  and  to  some  extent  California  when  the 
crunch  came,  they  couldn't  stand  it.  But  coming  events  always  cast 
their  shadows  ahead.  And  it  was  obviously  in  1966  that  imme- 
diately I  heard,  even  though  I  was  a  lowly  member  on  the  commit- 
tee, I  heard  from  individuals  in  the  S&L  business  in  Texas  because 
of  my  experience  in  the  State  Senate  where  I  had  served  as  chair- 
man of  the  State  Senate  Banking  Committee.  And  they  came  up, 
in  fact,  to  see  the  chairman,  my  fellow  Texan,  Mr.  Patman,  and 
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said,  "this  vitiates  regulation  Q."  This  was  the  structured  indispen- 
sable element  when  the  system  was  created  in  the  thirties  to  en- 
able the  institutions  to  provide  for  long-term,  30-year  fixed  mort- 
gages and  affordable  and  low  interest  rates  and  enabled  them  to 
borrow  short  and  lend  long.  They  had  that  little  percentage  addi- 
tion. Well,  that  was  true. 

However,  as  things  would  happen  for  a  while,  there  was  a  recall 
by  the  principal  banks.  Prime  interest  rate  was  prime  interest  rate 
then.  Now,  today  you  have  about  three  or  four  definitions  according 
to  Mr.  Greenspan.  And  so  we  may  not  be  talking  about  the  same 
thing.  But  I  think,  essentially,  we  have  a  continuation  of  the  same 
disjointed  system. 

Very  careful  analysis  of  the  hank  regulatory — the  State  regu- 
latory system  before  1929  revealed  a  rigidity.  My  State  was  a  good 
example.  It  had  the  unitary  banking  system,  no  branch  banking, 
and  so  forth.  Constitutionally  provided  in  the  Texas  Constitution. 

So  when  the  more  farsighted  groups,  such  as  the  compact  States 
of  the  Southeast,  Eastern  Shore  States  of  our  country,  Carolina, 
Georgia,  Florida,  and  then  it  went  over  as  far  as  Alabama,  but  both 
Louisiana  and  Texas  would  not  join,  and  that  compact  resulted  in 
what  they  had  foreseen  would  offset  the  concentration  of  capital  in 
the  Northeast. 

Texas  was  so  enured  to  the  good  old  days  when  the — the  bankers 
that  is,  in  Texas  when  you  had  king  cotton  and  oil  and  they  were 
still  doing  business  that  way  and  they  could  not  ride  the  tide.  So 
who  would  have  dreamed  that  the  biggest  banks  in  Dallas  would 
have  gone  under?  And  today  over  55  percent  of  Texas'  access  to 
bank  and  financial  credit  is  controlled  by  outside  of  Texas  interests. 

And  nationally,  whether  we  like  it  or  not,  the  dual  banking  sys- 
tem should  have  been  reviewed  a  long  time  ago.  But  the  only  stud- 
ies I  know  that  exist  that  studied  the  1900  to  1929  revealed  clearly 
that  there  was  an  inelasticity  in  the  system  that  would  not  allow 
it  to  prevail  in  case  of  a  crisis. 

The  question  I  always  raised,  until  BCCI,  was  why  is  it  that  we 
had  bank  holidays,  and  bank  closures;  Canada  didn't,  and  England 
didn't.  And  I  would  point  out  and  say,  well,  over  in  England  they 
haven't  had  a  major  bank  fail  in  100  years,  and  then  here  comes 
BCCI.  And,  basically,  when  you  examine  what  happened  there,  it 
was  for  the  same  reasons,  basic  reason.  And  that  was  the  haste  to, 
quote  unquote,  deregulate.  And  so,  I  think  at  this  point,  the  lessons 
that  I  see  is  that  Congress  with  the  best  of  intentions  can  also  con- 
tribute rather  than  prevent  difficulties  and  dangers  to  the  system. 

I  have  always  felt  that  if  we  are  in  the  lawmaking  process  we 
are  not  involved  in  the  industry,  that  the  least  we  could  do  would 
be  make  sure  that  we  did  know  what  we  were  doing;  that  if  we 
couldn't  help,  we  at  least  wouldn't  hurt.  But  to  me,  this  very  good 
report  you  have  given,  Mr.  McCool,  raises  some  questions  here  that 
I  think,  with  the  caution  expressed  by  Dr.  Brumbaugh,  we  are 
going  to  have  to  follow  through  on. 

My  feeling  is  my  own  individual  view,  and  it  is  one  man's  view, 
and  the  tendency  always  is  to  say  that  the  chairman  of  the  Bank- 
ing Committee  is  speaking  for  the  committee.  Well,  I  speak  for  one 
individual  who  happens  to  be  the  chairman.  I  can't  speak  for  a  51- 
member  committee  until  we  have  the  issues  joined  and  we  have  a 
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vote.  But  as  one  man,  I  know  that  we  are  far  from  being  out  of  the 
woods. 

And  here  we  come  to  Dr.  Earth's  very  acute  observation  that  the 
market  share  loss  revealed  gpreater  in  the  case  of  the  commercial 
banks,  but  I  think  sustained  down  the  line  on  some  of  these  other 
institutional  activities,  is  a  cause  for  a  continuation  into  the  eval- 
uative judgment  process  as  to  why  and  what  are  the  basic  reasons. 
Well,  I  believe  again,  as  I  said,  coming  events  always  cast  their 
shadows  before. 

In  the  middle  1970's  with  the  emergence  of  the  money  market — 
mutual  money  market  funds,  you  did  have  a  disintermediation  of 
the  commercial  banking  capital  and  the  question  in  my  mind  is, 
well,  who  is  the  lion's  share  gainer?  What  activity  gained  from  the 
loss,  from  the  commercial  bank  sector? 

Could  you  amplify  on  that,  Dr.  Barth? 

Mr.  Barth.  Sure,  the  big  gainers  in  terms  of  traditional  market 
sharing  were  the  pension  funds,  the  State  and  local  retirement 
funds,  and  the  private  pension  funds,  and  the  money  market,  and 
other  mutual  funds.  They  were  the  big  gainers  at  the  expense  of 
more  traditional  depository  institutions. 

One  other  thing  is  your  concern  about  information,  I  think  it  is 
interesting  that  now  both  NCUA  and  GAO  said  they  don't  know 
perhaps  fully  about  the  riskiness  of  U.S.  Central,  perhaps  some  of 
the  other  corporate  credit  unions  in  large  part  because  I  think  we 
still  are  not  getting  enough  good  information  from  some  of  the  fed- 
erally insured  institutions.  We  don't  know  a  lot  about  some  of  the 
derivatives  held  by  these  institutions,  not  just  at  the  credit  unions 
but  at  the  savings  and  loans,  nor  do  we  know  about — ^given  all  that 
happened  at  the  savings  and  loans,  it  is  a  bit  of  a  shame  that  one 
can't  finally  agree  upon  what  is  the  sort  of  information  that  Con- 
gress should  demand  from  these  institutions  that  are  operating 
with  federally  insured  deposits. 

Again,  Mr.  McCool  pointed  out  that  we  don't  know  a  lot  about 
the  interest  rate  risk  of  credit  unions  even  though  they  have  moved 
heavily  into  home  mortgages  and  other  real  estate  activities. 

Well,  why  don't  we  have  that  information?  Partly  because  we  are 
not  asking  for  enough  detailed  information  from  some  of  these 
institutions.  We  may  not  wish  to  get  a  lot  of  detailed  information 
from  all  the  relatively  small  credit  unions  but  we  need  much  more 
information. 

Dr.  Bauer  can't  tell  us  about  the  foreign  investments  in  U.S. 
Central  because  that  information  is  not  available  to  him.  Why  can't 
the  Congress  ask  for  more  and  better  information  from  these  dif- 
ferent institutions  operating  with  federally  insured  deposits  or 
shares?  How  can  one  manage  risk  if  one  can't  even  measure  risk? 
And  I  think  that  is  some  of  what  we  have  heard  today.  We  don't 
really  know  the  riskiness  of  some  of  these  entities  that  are  operat- 
ing with  federally  insured  deposits  in  large  part  because  we  don't 
have  sufficient  information. 

The  Chairman.  That  is  very  true,  and  we  have  other  anomalies 
as  well  as  paradoxes  that  no  matter  how  much  we  on  this  commit- 
tee level  would  want  to  extract,  either  from  the  commercial  bank- 
ing or  the  S&L  or  the  credit  unions,  we  have  the  SEC  and  the  Fed- 
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eral  Reserve  Boards  sharing  with  SEC  some  areas  of  investment 
practices  in  these  very  volatile  markets. 

For  instance,  the  only  way  I  could  get  any  kind  of  information 
as  to  the  extent  of  the  off-balance-sheet  involvement  of  our  leading 
banks  in  the — well,  this  very  difficult  to  define  and  simple  way,  de- 
rivatives, was  by  reports  that  happened  to  have  been  available 
from  Goldman  Sachs.  And  I  thought  that  there  was  planning  to  be 
concern — plenty  to  be  concerned  and  alarmed  about  when  you  had 
no  less  than  the  12  largest  banks  in  our  country — this  was  2  years 
ago — all  the  way  to  a  top  activity  there  where  that  particular  sector 
of  their  balance  sheet  revealed  an  involvement  of  1,500  percent 
more  than  their  capital  structure. 

Now,  how  can  that  be?  Naturally,  those  that  are  defending,  like 
the  Group  of  Thirty,  and  the  spokesman  for  that  Group  of  Thirty 
that  we  had  here  more  than  a  year  ago,  well,  that  represents  insti- 
tutions that  are  the  leading  activists  in  that  area.  So  how  do  we 
extract  or  mandate  that  information  be  extracted  in  the  com- 
plicated global  market?  Or  what  could  a  single  soverei|^  nation  do 
to  control  a  very,  very  hot  and  very  speculative  activity  that  is 
global  and  is  dealing  in  quantities  even  estimated  by  the  Wall 
Street  Journal  as  $38  trillion.  For  me,  it  is  hard  to  conceive  of  $1 
milHon.  I  am  still  old  fashioned.  But  $1  trillion?  Thirty-eight  tril- 
lion dollars?  And  what  kind  of  money  are  we  talking  about? 

And  if  one  nation  attempts  to  control  activity,  it  cannot  do  it 
globally.  There  is  no  global  apparatus  I  know  of,  outside  of  the 
U.N.,  where  you  could  even  say,  well,  maybe  to  sort  of  break  this 
hot  activity  you  could  impose  some  kind  of  a  tax.  But  if  a  tax  other 
than  to  be  imposed  unilaterally  by  any  one  sovereign  nation,  it 
would  send  the  activity  over  into  another  country. 

And  in  my  opinion.  Dr.  Brumbaugh,  it  is  a  matter  of  serious  con- 
cern. I  don't  think  that  we  can  allow  the  luxury  of  confusing  a  tra- 
ditional kind  of  a  definition  at  a  time  when  you  could  define  a  de- 
rivative in  I  would  say,  certainly,  not  more  than  half  a  dozen  ways. 
But  today,  we  are  dealing  in  terms  of  speculative,  but  what 
money — $38  trillion?  Let  us  say  that  in  our  banks,  American  banks 
are  involved  better  than  $15  trillion  in  that  market.  What  money 
are  we  talking  about? 

It  isn't  real  money.  What  the  world  uses  for  money,  if  you  took 
all  the  combined  countries  in  the  world  and  piled  up  the  currency, 
the  money,  the  bank  notes  and  everything  else,  it  would  amount 
to  no  more  than  about  60  percent  of  that.  So  we  are  talking  about 
an  abstract  term,  what  I  call  megabyte  money.  And  which  money, 
after  all,  is  a  symbol  of  value,  but  it  isn't  value,  it  is  a  symbol  of 
value.  So  what  are  we  talking  now  in  this  world  that  we  are  still 
barely  awakening  up  to  and  the  share  of  activity,  attracted,  of 
course,  by  high  yields,  that  has  always  been.  If  I  were  charged,  and 
in  fact  at  one  time  I  was  when  I  was  on  the  city  council,  that  old 
system  of  the  firemen  and  policemen's  pension  fund,  it  was  abys- 
mal and  stone  age  as  we  look  at  it  now,  and  it  got  into  some  trou- 
ble even  there,  and  so  the  mayor  appointed  a  committee  and  they 
named  me  the  chairman.  And  then  when  I  got  to  the  State  Senate, 
I  was  the  one  that  introduced  and  had  passed  and  approved  the 
basic  State  of  Texas  firemen  and  policemen's  pension  system, 
which  is  still  extant. 
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But  I  could  understand,  I  mean  you  have  got  these  municipal 
workers,  relatively  poorly  paid.  How  do  you  invest  it  in  such  a  way 
as  to  get  a  maximum  jdeld?  And  I  can  understand  that. 

I  do  agree,  though,  Dr.  Barth,  that  we  do  have  an  inescapable 
responsibility  on  the  congressional  level,  because  ultimately,  if  the 
Congress  does  not  set  policjr,  as  it  has  not  in  the  banking  area — 
about  the  securities,  well,  I  won't  even  go  into  that  because  that 
is  over  in  the  Energy  and  Commerce  Committee.  However,  I  think 
that  these  lines  of  differentiation  are  blurred  now.  And  banks  are 
involved  with  security  bankers  and  SEC  is  eveiything  else. 

I  really  am  very  much  concerned.  And  I  think  that  up  to  now, 
when  it  was  clear  that  in  the  1950's,  the  old  system  where  a  bank, 
in  the  case  of  a  bank,  or  even  federally  chartered,  the  statute  said 
the  bank  could  be  chartered  for  public  need  and  convenience.  You 
went  to  the  Comptroller  of  the  Currency,  generally,  if  a  new  one 
applied.  Ones  in  the  market  could  kind  of  protest.  And  they  were 
slow  to  yield  charters. 

So  when  1950  came  around,  the  pressure  was  great.  You  had  an 
enlarged  activity.  And  so  then  came  the  acquisition  of  banks 
through  mergers  or  the  acquisition  of  one  bank  of  another  through 
the  hypothecation  of  bank  stock.  And  that  is  the  way  they  got 
around  the  Texas  limitation  on  branching. 

So,  anywav,  the  Congress  didn't  react  and  it  didn't  set  policy. 
Then  came  tne  Bank  Merger  Act,  the  first  one,  1955,  and  then  the 
succeeding  one,  1965,  Bank  Holding  Act.  All  of  those,  I  thought 
were  efforts  to  try  to  establish  something  that  was  already  happen- 
ing in  the  market  through  policy.  Then  the  nonbank  banking 
activities  and  the  Congress  never  did  address  that  as  a  matter  of 
policy. 

The  courts  did,  ended  up  in  some  aspects,  and  so  did  the  regu- 
lators, as  in  the  case  of  nonbank  banking  activities.  But  they  are 
not  equipped  to  handle  national  policy,  only  the  Congress.  So  you 
all  have  been  very  patient,  and  I  just  wanted  to  stress  and  under- 
line and  try  to  convey  the  sense  of  importance,  if  not  somehow  ur- 
gency. The  importance  that  I  feel  and  some  other  members  like  Mr. 
Leach  share  with  me  and  ask  your  pardon  for  the  fact  that  we  hit 
this  rather  difficult  period  in  the  House's  deliberations  and  couldn't 
get  the  membership  that  I  can  assure  you  is  really  interested.  Each 
one  of  them  has  something  going  on  right  now  that  they  have  to 
give  prioritv  to.  So  I  won't  hold  you  any  longer. 

I  will  suomit  some  questions  in  writing  for  myself  in  addition. 
But  I  wanted  to  thank  vou  very  much.  We  still  have  another  panel. 
So  I  am  going  to  go  take  this  recorded  vote  and  recess  and  in  the 
meanwhile,  grant  you  leave  from  this  long  waiting  period.  Thank 
you  very  much. 

[Brief  recess. 1 

The  Chairman.  I  want  to  thank  the  third  and  final  panel  for 
your  patience.  You  have  been  here  all  day  long.  The  staff  has  a  poll 
of  the  members,  and  those  who  are  not  or  have  not  been  at  the 
luncheon  in  Statuary  Hall,  where  the  Speaker  and  President 
Mandela  are  also  involved,  are  involved  in  other  commitments.  And 
then  there  are  those  who  have  legislative  business  on  the  floor 
right  now,  in  fact,  bringing  up  some  Banking  Committee  legisla- 
tion. 
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So  that  is  the  reason  for  their  absence,  and  they  have  asked, 
though,  and  I  myself  have  asked  unanimous  consent  that  all  the 
memoers,  including  those  absent  ones,  have  the  right  to  submit 
questions  in  writing  to  you.  Everyone  has  a  copy  of  your  testimony, 
and  some  who  otherwise  would  have  been  here  have  indicated  that 
they  will  have  questions  in  writing. 

Does  any  member  of  this  panel  have  time  constraints  or  prob- 
lems? 

Mr.  Bell.  No. 

Mr.  Johnson.  No. 

Mr.  Brooke.  No. 

Mr.  SwoBODA.  No. 

The  Chairman.  Then  we  will  start  with  Mr.  Bell  first  and  thank 
you  all  for  having  responded  to  our  invitation,  and  also  thank  you 
for  the  statements  you  have  given  us.  And  let  me  say  at  the  outset 
that  your  prepared  statements  will  appear  in  the  record  exactly  as 
you  gave  it  to  us  following  whatever  oral  testimony  you  give. 

STATEMENT  OF  JAMES  R.  BELL,  PRESmENT,  U.S.  CENTRAL 

CREDIT  UNION 

Mr.  Bell.  Mr.  Chairman  Gronzalez,  I  am  Jim  Bell,  president  of 
U.S.  Central  Credit  Union.  I  appreciate  the  concerns  that  you  and 
the  committee  have  raised  about  the  financial  condition,  invest- 
ment policies  and  practices,  and  the  current  issues  facing  corporate 
credit  unions.  I  welcome  the  opportunity  to  testify  before  the  com- 
mittee on  these  matters. 

I  have  sent  the  committee  a  written  statement  which  more  fully 
addresses  the  committee's  specific  questions  than  I  can  possibly 
cover  in  my  oral  remarks.  I  am  going  to  try  to  focus  the  commit- 
tee's attention  on  several  of  the  more  important  issues. 

U.S.  Central  Credit  Union  is  the  third  tier  of  a  three-tier  credit 
union  system,  and  is  the  main  financial  intermediary  between  cred- 
it unions  and  the  financial  markets.  Created  in  1974,  U.S.  Central 
was  originally  designed  as  the  ultimate  liquidity  provider  for  the 
credit  union  system.  It  has  evolved  into  a  depository  and  invest- 
ment alternative  for  corporate  credit  imions,  in  addition  to  support- 
ing payment  services. 

Because  the  system's  liquidity  needs  are  often  unpredictable, 
U.S.  Central  has  to  keep  a  high  percentage  of  its  assets  in  short- 
term,  very  high  quality  investments.  In  fact,  over  50  percent  of  our 
investments  mature  within  60  days. 

In  the  financial  community,  U.S.  Central  is  regarded  as  one  of 
the  safest  financial  institutions  in  the  world,  with  an  enviable  in- 
vestment record.  In  the  20-year  history  of  U.S.  Central,  we  have 
never  had  a  default  loss  on  our  investment  holdings. 

Even  though  U.S.  Central  is  proud  of  its  long  record  of  invest- 
ment success,  we  were  certainly  embarrassed  by  our  investment  in 
Banesto.  We  know  it  has  tarnished  our  reputation  in  the  eyes  of 
many  and  we  have  taken  to  heart  the  concerns  raised  by  you,  Mr. 
Chairman,  and  by  the  NCUA. 

We  have  seized  this  as  an  opportunity  to  strengthen  our  invest- 
ment processes  and  our  systems.  We  have  made  numerous  modi- 
fications to  our  overall  investment  processes,  and  new  control  sys- 
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terns  have  been  brought  on-hne,  with  more  planned  for  implemen- 
tation in  the  near  future. 

Our  involvement  with  Banesto  came  to  an  end  as  of  June  9,  this 
year.  On  that  day,  we  received  a  final  payment  of  principal  and  in- 
terest on  our  last  matured  time  deposit.  This  investment  ended 
with  no  losses  to  U.S.  Central,  to  our  members,  to  credit  unions, 
or  to  taxpayers. 

Aside  from  Banesto,  you  have  inquired  about  U.S.  Central's  other 
international  investments.  Because  of  a  moratorium  on  inter- 
national investments  requested  by  Chairman  D'Amours  last  Feb- 
ruary, U.S.  Central  has  made  no  new  investments  with  inter- 
national institutions  since  that  time.  Today,  over  99  percent  of  our 
investments  are  placed  with  domestic  entities. 

I  have  been  asked  to  discuss  U.S.  Central's  position  on  NCUA's 
proposal  regarding  management  interlocks  between  corporates  and 
leagues.  About  half  the  corporates  are  currently  integrated  with 
their  leagues,  and  half  are  nonintegrated.  These  various  structures 
have  evolved  democratically  over  the  years  by  the  credit  union 
members  of  the  individual  corporates. 

We  believe  most  of  these  structures  are  working  effectively  and 
that  blanket  prohibition  is  not  needed.  If  there  are  isolated  in- 
stances of  conflict  of  interest  or  abuse,  the  regulators  should — and 
currently  are  authorized  to — ^take  prompt  and  strong  enforcement 
action  to  end  such  abuse.  But  such  action  should  be  taken  on  a 
case-by-case  basis. 

Corporate  structure  is  on  the  verge  of  significant  change,  moti- 
vated by  the  need  to  improve  efficiency  of  the  service  delivery 
mechanisms,  and  by  regulatory  influence.  In  fact,  throughout  the 
corporate  network  tnere  is  currently  serious,  widespread  discussion 
of  corporate  mergers. 

U.S.  Central  itself  is  involved  in  this  evolutionary  progress.  Let 
me  cite  a  couple  of  examples.  Within  the  past  year,  U.S.  Central 
has  revised  its  board  structure  to  remarkably  improve  its  balance 
of  representation  among  its  corporate  executives,  credit  union  ex- 
ecutives, and  trade  association  representatives.  Just  recently,  the 
structure  of  U.S.  Central  has  been  changed  to  eliminate  all  man- 
agement interlock  or  overlap  with  CUNA  While  U.S.  Central  will 
continue  to  utilize  CUNA-provided  services,  decisions  on  such 
usage  will  be  entirely  at  U.S.  Central  management's  discretion,  and 
based  on  sound  business  principles  and  practices. 

Whether  the  subject  is  corporate  credit  unions  contemplating 
mergers  and  consolidations,  or  the  recent  changes  to  U.S.  Central's 
board  and  management  structure,  they  have  two  things  in  com- 
mon. The  first  is  they  are  occurring  within  the  current  credit  union 
system  structure  and,  second,  they  are  being  influenced  appro- 
priately, I  think,  by  the  regulators,  rather  than  being  mandated  or 
imposed  on  all  corporates  regardless  of  consequences. 

I  have  some  brief  comments  on  the  corporate  study  commissioned 
by  NCUA  earlier  this  year.  We  have  been  generally  very  com- 
plimentary of  this  report,  but  believe  it  may  need  some  refinement. 
The  report  recommends  greater  levels  of  primary  capital,  and 
greater  constraints  on  certain  risks  associated  with  particular 
types  of  investments. 


33 

We  would  suggest  consideration  needs  to  be  given  to  balancing 
risk  levels  acceptable  at  various  levels  of  capital.  That  is,  changes 
in  capital  requirements  and  changes  in  investment  constraints 
need  to  be  addressed  in  unison  and  not  in  isolation. 

On  the  subject  of  capital,  NCUA  regulates  the  capital  of  all 
corporates,  including  U.S.  Central.  Under  the  NCUA's  capital 
rules,  U.S.  Central  has  total  regulaton^  capital  of  over  $1.1  billion. 
This  includes  our  primary  capital  of  $209  million  in  reserves  and 
undivided  earnings,  and  our  membership  shares  of  $925  million. 

The  NCUA  requires  corporates  to  meet  minimum  risk-weighted 
capital  ratios  of  4  percent  primary  and  8  percent  total  capital.  On 
August  31,  1994,  with  assets  of  $20.5  bilhon,  U.S.  Central  had  a 
4  percent  primary  risk-weighted  capital  ratio  and  a  total  risk- 
weighted  capital  ratio  of  over  21  percent.  At  the  same  time,  U.S. 
Central  had  a  ratio  of  total  risk-weighted  capital  to  total  assets  of 
5.5  percent. 

Because  we  believe  that  capital  adequacy  is  imperative,  U.S. 
Central  is  in  the  initial  phases  of  proposing  to  our  membership  a 
plan  that  provides  for  significantly  greater  emphasis  on  increasing 
capital.  The  plan  includes  a  commitment  to  increased  earnings, 
and,  if  necessary,  a  shrinkage  of  our  balance  sheet. 

That  concludes  my  oral  remarks.  There  is  much  more  detail  in 
my  written  statement. 

[The  prepared  statement  of  Mr.  Bell  can  be  found  in  the 
appendix.] 

The  Chairman.  Yes,  thank  you  veiy  much,  and  thank  you  for 
your  prepared  statement.  I  thought  it  was  very  exhaustive  and 
very  good  and  certainly  was  responsive  to  the  questions  that  we 
raised. 

Mr,  Richard  M.  Johnson  is  president  and  CEO  of  the  WesCorp 
Federal  Credit  Union.  Mr.  Johnson. 

STATEMENT  OF  RICHARD  M  JOHNSON,  PRESmENT  AND  CEO, 
WESCORP  FEDERAL  CREDIT  UNION 

Mr.  Johnson.  Thank  you,  Mr.  Chairman,  for  this  opportunity  to 
appear  before  you  and  your  committee  and  express  views  about  our 
corporate  system.  It  is  an  honor  to  be  here. 

Mr.  Chairman,  WesCorp  is  located  in  California.  It  is  a  Federal 
not-for-profit,  regional  corporate  with  a  field  of  membership  that 
includes  the  nine  Western  States,  Guam,  and  Samoa.  WesCorp 
member  deposits  are  $10.8  billion.  Our  reserves  amount  to  $257 
million,  and  our  total  capital  is  $455  million.  WesCorp  is  consid- 
ered by  us  to  be  a  credit  union  for  credit  unions. 

Thirty  years  ago  our  credit  union  leaders  asked  themselves  why 
it  was  that  every  time  a  credit  union  needed  to  do  something  with 
money,  either  deposit  funds  not  presently  loaned  or  borrowed,  they 
had  to  go  to  a  competing  financial  institution.  The  need  for  a  credit 
union-owned,  low-cost  alternative  became  clear  in  California,  25 
years  ago,  11  of  those  credit  union  leaders  pooled  $481  and 
WesCorp  was  federally  chartered. 

Initially,  corporates  assisted  credit  unions  with  cash  manage- 
ment needs  by  simply  pooling  their  excess  funds  and  then  lending 
them  to  other  credit  unions.  Over  time,  corporates  developed  new 
services  to  support  changing  needs.  But  WesCorp's  purpose  has  re- 
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mained  constant  for  these  25  years,  to  meet  the  wholesale  financial 
needs  of  our  member-owner  credit  unions,  and  doing  that  by  invest- 
ing their  surplus  funds,  lending  to  them  for  liquidity  needs,  and 
handling  their  corresponding  services.  WesCorp  helps  credit  unions 
maximize  earnings  on  deposits  and  reduce  their  cost  of  doing 
business. 

Sometimes  credit  unions,  especially  smaller  ones,  have  been  left 
without  financial  services  because  their  financial  institution  did  not 
find  them  profitable  enough  to  service.  For  example,  in  1992,  the 
merger  of  two  large  regional  banks  in  California  left  more  than  250 
credit  unions  without  a  share  draft  (check)  processor.  WesCorp 
quickly  jumped  in  to  fill  this  crucial  need. 

We  also  facilitate  the  delivery  of  coin  and  currency  services.  The 
Federal  Reserve  deals  in  large  volume  lots,  so  smaller  credit  unions 
had  to  buy  this  service  from  banks  and  often  at  high  fees.  Now,  for 
many  of  them,  WesCorp  handles  the  ordering,  and  has  helped  put 
groups  of  credit  unions  together  to  share  couriers  and  split  cash 
orders. 

WesCorp  is  well  positioned  to  do  this  because  we  serve  only  cred- 
it unions.  Our  facilitation  of  their  settlement  activities  simplifies 
their  operational  tasks,  saves  them  time  and  money,  and  reduces 
the  chance  of  uneducated  mishaps.  It  also  simplifies  the  Federal 
Reserve's  operations  because  it  need  only  work  with  one  credit 
union  correspondent  rather  than  hundreds  of  credit  unions.  That 
service  is  especially  helpful  to  smaller  credit  unions  who  would  be 
hard-pressed  to  obtain  it  on  their  own. 

The  fact  is  we  serve  many  small-  to  moderate- sized  credit  unions. 
More  than  half  of  our  886  members  have  less  than  $20  million  in 
assets. 

In  the  investment  area,  WesCorp  knows  it  has  been  important  to 
pay  market  rates  on  deposits.  Those  who  are  seeking  higher  than 
market  rates  must  go  somewhere  else. 

We  do  no  securities  trading,  do  not  invest  outside  the  United 
States,  and  as  well,  we  hold  no  derivative  off  balance  sheet  trans- 
actions. WesCorp  does  not  invest  in  any  banks,  foreign  or  domestic. 

The  safety  of  WesCorp's  investment  strategy  has  been  noted  by 
three  independent  rating  agencies.  In  assigning  a  double-A-plus  is- 
suer's rating  earlier  this  year.  Fitch  Investors  Service  praised 
WesCorp  for  its  superior  asset  quality,  exceptional  liquidity,  good 
track  record,  and  strong  position  within  the  credit  union  industry. 
WesCorp  has  also  received  the  highest  commercial  paper  rating 
from  Fitch,  Moody's,  and  Standard  and  Poor's. 

WesCorp's  strategy  calls  for  matching  the  cash-flows  of  a  high- 
quality,  short-term  investment  portfolio  with  members'  invest- 
ments. 

We  minimize  credit,  liquidity,  and  interest  rate  risk  by  thor- 
oughly analyzing  all  investments  before  buying  them.  After  pur- 
chase, we  measure  each  security  and  the  total  portfolio  quarterly 
under  changing  interest  rate  environments.  These  scenarios,  or 
shock  tests,  are  good  indicators  of  WesCorp's  risk  potential,  and 
that  of  the  instruments,  because  they  tell  how  well  an  investment 
will  perform  if  interest  rates  immediately  rose  or  fell  by  up  to  3 
percentage  points. 
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By  executing  a  sound  management  portfolio  strategy,  £ind 
through  the  support  of  member/owner  credit  unions  that  have  col- 
lectively placed  nearly  50  percent  of  their  surplus  funds  in 
WesCorp,  we  have  built  solid  reserve  strength.  This  reinforces 
WesCorp's  ability  to  withstand  market  shifts  and  respond  to  new 
service  needs  of  our  member/owners. 

Our  success  strengthens  credit  unions,  too.  They  have  come  to 
depend  on  dividend  rates  that  change  daily  to  be  competitive  with 
the  market,  and  by  using  WesCorp,  they  can  avoid  hiring  high  cost 
investment  staffs  and  are  left  to  work  on  providing  better  basic 
service  to  their  members. 

As  far  as  U.S.  Central  is  concerned,  we  believe  U.S.  Central 
plays  an  important  role,  helping  corporates  serve  the  Nation's  over 
12,000  credit  unions  by  providing  liquidity  services,  including  low- 
cost  credit  lines,  and  being  the  major  source  of  investments  for 
most  corporates  across  the  country. 

U.S.  Central  also  provides  corporates  with  critical  funds  transfer, 
data  processing,  and  settlement  services.  They  eliminate  the  need 
for  corporates  to  manage  many  redundant  operations.  The  settle- 
ment function  alone  saves  many  corporates,  and  their  credit 
unions,  thousands  upon  thousands  of  labor  hours,  a  service  they 
would  be  hard-pressed  to  replace. 

WesCorp  relies  on  U.S.  Central  mostly  for  national  settlement,  as 
an  avenue  for  credit  service,  and  for  overnight  investments. 

Concerning  the  study  by  Dr.  Black,  commissioned  by  NCUA,  we 
found  it  to  be  far-reaching  and  mostly  on  target.  There  were  no  sig- 
nificant revelations.  It  dealt  with  issues  debated  within  the  cor- 
porate community  for  many  years. 

The  study  expressed  concern  that  managing  a  natural  person 
credit  union  does  not  qualify  one  to  serve  on  a  corporate  board.  Of 
course,  my  experience  relates  only  to  WesCorp,  but  I  believe  our 
board  is  made  up  of  very  knowledgeable,  experienced,  conscientious 
individuals,  who  fully  understand  and  carry  out  their  fiduciary  re- 
sponsibilities. 

WesCorp  views  the  ideas  of  national  fields  of  membership  for 
corporates  as  a  positive  for  credit  unions  across  the  country,  allow- 
ing them  better  opportunity  to  receive  competitive  investment  rates 
within  the  corporate  system.  I  think  it  would  benefit  NCUA,  too, 
because  more  credit  union  funds  would  likely  be  invested  into  the 
corporate  system  and  the  NCUA  can  oversee  that,  particularly  in 
the  investments  area.  But  I  also  believe  it  should  happen  through 
controlled  growth  to  ensure  stability  and  allow  for  an  orderly  tran- 
sition. 

Regarding  the  capability  of  corporate  management  staff,  NCUA 
already  has  proper  oversight  of  corporates'  management,  and  I  cer- 
tainly agree  that  management  personnel  involved  with  investments 
must  be  both  thoroughly  trained  and  understand  the  limited  in- 
vestment world  in  which  we  are  permitted  to  operate. 

Also,  I  believe  NCUA  does  a  fine  job  of  overseeing  corporates.  We 
applaud  NCUA's  efforts  to  build  its  corporate  examiners'  expertise, 
and  are  most  pleased  NCUA  has  created  an  office  solely  for  cor- 
porate oversight. 
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And  in  the  area  of  capital  adequacy,  I  understand  all  corporates 
now  meet  or  exceed  the  risk-weighted  capital  standards  set  by 
NCUA,  and  are  continuing  to  improve  that  strength. 

In  the  area  of  NCUA's  proposal  regarding  interlocks,  it  causes  no 
major  concerns  for  WesCorp,  but  if  no  corporate  official  could  serve 
on  any  other  credit  union  board,  corporates  might  be  hard-put  to 
find  enough  qualified  directors  who  are  knowledgeable  enough  to 
serve  on  a  corporate  board. 

Regarding  U.S.  Central,  the  board,  we  believe  the  current  board 
management  structure  was  appropriate  in  the  past,  but  perhaps  it 
is  time  for  change. 

As  it  relates  to  corporate  management  reporting  structure,  I  be- 
lieve we  are  in  a  good  position  to  know  exactly  what  is  best  for 
WesCorp.  We  established  separate  management  in  1990,  but  we 
cannot  say  what  we  think  is  best  in  other  States.  We  simply  say 
if  it  works  in  other  States,  it  works. 

Mr.  Chairman,  this  concludes  my  prepared  remarks  and,  again, 
on  behalf  of  WesCorp  we  appreciate  this  opportunity  to  share  our 
views. 

[The  prepared  statement  of  Mr.  Johnson  can  be  found  in  the 
appendix.] 

The  Chairman.  We  want  to  thank  you,  Mr.  Johnson,  for  an  excel- 
lent summary  and  for  the  prepared  statement.  Very  good. 

Mr.  Brooke. 

STATEMENT  OF  J.  CLAYTON  BROOKE,  PRESmENT  AND  CEO, 
CAPITAL  CORPORATE  FEDERAL  CREDIT  UNION,  REP- 
RESENTING  THE  NATIONAL  ASSOCIATION  OF  FEDERAL 
CREDIT  UNIONS 

Mr.  Brooke.  Thank  you.  Chairman  Gonzalez. 

I  am  J.  Clayton  Brooke,  president  and  CEO  of  Capital  Corporate 
Federal  Credit  Union.  Thank  you  for  this  opportunity  to  express 
the  views  of  the  National  Association  of  Federal  Credit  Unions  with 
respect  to  several  issues  concerning  corporate  credit  unions  and 
their  relationship  to  the  rest  of  the  credit  union  community. 

The  National  Association  of  Federal  Credit  Unions  is  the  only 
national  organization  dedicated  to  exclusively  representing  the  in- 
terests of  our  Nation's  federally  chartered  credit  unions  before  gov- 
ernment. NAFCU's  membership  is  made  up  of  nonprofit  member- 
owned  financial  cooperatives  fi-om  throughout  the  Nation  that 
collectively  have  over  18.6  million  members  and  almost  $91  billion 
in  assets. 

Mr.  Chairman,  NAFCU  applauds  the  diligence  with  which  you 
and  your  colleagues  on  this  committee  have  relentlessly  pursued 
those  issues  that  affect  the  safety,  soundness,  and  integrity  of  our 
financial  institution  systems. 

NAFCU  also  applauds  NCUA's  reevaluation  of  the  rules  that  cur- 
rently allow  extremely  close  ties  between  some  corporate  credit 
unions  and  certain  credit  union  trade  organizations. 

My  written  statement  discusses  in  some  detail  what  a  corporate 
credit  union  is,  the  services  we  offer  to  Capital  Corporate  Federal 
Credit  Union,  our  investment  practices,  and  I  would  be  pleased  to 
discuss  them  during  the  question  and  answer  period  of  today's 
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hearing.  However,  I  do  want  to  state  that  none  of  our  deposits  are 
invested  in  risk  derivatives  and  none  are  invested  overseas. 

At  this  point,  I  want  to  turn  to  some  of  the  questions  that  were 
raised  by  NCUA's  advanced  notice  of  proposed  rulemaking  which 
was  issued  this  past  spring.  When  NCUA  circulated  its  request  for 
comments  on  corporate  credit  union  issues  last  spring,  NAFCU  dis- 
tributed a  regulatory  alert  to  every  NAFCU  member  credit  union 
that  identified  several  issues  that  have  a  direct  bearing  on  the  sub- 
ject of  this  hearing.  Approximately,  65  NAFCU  member  credit 
unions  responded  to  this  alert  and  a  selection  of  both  questions  and 
responses  are  detailed  in  my  written  statement. 

As  a  result  of  this  process,  the  NAFCU  board  of  directors  has  ap- 
proved what  they  believe  to  be  a  firm  but  fair  policy  on  manage- 
ment interlocks.  NAFCU  agrees  with  NCUA's  proposal  to  require 
the  board  of  directors  of  a  corporate  credit  union  be  independently 
elected  by  its  members  with  the  condition  that  at  least  a  majority 
of  the  board  seats  be  held  by  representatives  of  member  credit 
unions. 

This  requirement  would  guarantee  that  member  credit  unions 
hold  the  majority  of  the  decisionmaking  power  rather  than  trade 
associations.  Because  of  the  potential  for  conflicts  of  interest, 
NAFCU  also  supports  requiring  that  a  majority  of  the  corporate 
boards'  members  be  comprised  of  representatives  who  do  not  serve 
in  dual  capacities  other  than  as  officials  of  both  the  corporate  and 
a  member  credit  union.  In  this  way,  the  interest  of  the  corporates' 
member  credit  unions  will  always  be  given  a  proper  and  suitable 
level  of  consideration. 

NAFCU  supports  new  requirements  for  U.S.  Central  Credit 
Union.  Currently,  six  of  the  nine  board  seats  at  U.S.  Central  are 
allotted  to  various  trade  association  representatives.  NAFCU  urges 
that  only  corporate  credit  unions  be  permitted  to  sit  on  the  board 
of  U.S.  Central. 

A  related  question  focuses  on  whether  NCUA  should  prohibit  an 
officer  or  official  of  another  credit  union-related  organization  from 
serving  as  Chair  of  a  corporate  credit  imion.  We  believe  that  each 
corporate  credit  union  should  be  allowed  to  elect  its  officers,  includ- 
ing the  Chair,  from  among  their  own  number.  Prohibiting  certain 
board  members  from  serving  as  officers  of  the  credit  union  would 
not  appear  to  be  warranted  or  justified,  and  NAFCU  recommends 
against  such  a  prohibition. 

Finally,  NAFCU  shares  NCUA's  concern  about  situations  in 
which  management  of  a  corporate  credit  union  reports  to  the  offi- 
cials of  an  affiliated  trade  association.  NAFCU  agrees  with  the 
agency's  proposal  to  require  that  the  management  of  a  corporate 
credit  union  report  solely  to  the  board  of  directors  of  that  corporate 
credit  union.  The  corporate  credit  union  board  should  always  have 
the  direct  authority  and  responsibility  for  the  way  the  corporate  is 
run. 

Mr.  Chairman,  this  concludes  my  prepared  statement.  Again, 
NAFCU  appreciates  this  opportunity  to  share  our  views  on  these 
issues. 

[The  prepared  statement  of  Mr.  Brooke  can  be  found  in  the 
appendix.] 


38 

The  Chairman.  Thank  you  very  much,  Mr.  Brooke. 
Mr.  Swoboda. 

STATEMENT  OF  RALPH  S.  SWOBODA,  PRESmENT,  CREDIT 
UNION  NATIONAL  ASSOCIATION  AND  AFFILIATES 

Mr.  Swoboda.  Thank  you,  Mr.  Chairman. 

I  am  Ralph  S.  Swoboda,  president  of  the  Credit  Union  National 
Association.  I  am  also  one  of  nine  directors  of  U.S.  Central  Credit 
Union,  and  until  a  few  days  ago  I  also  served  as  the  chief  executive 
officer  of  U.S.  Central. 

I  know  that  the  different  hats  I  wear  have  raised  some  questions 
and  concerns  and  I  very  much  appreciate  the  opportunity  to  appear 
here  today  to  explain  why  Congress  can  rest  assured  that  the  Cor- 
porate Credit  Union  Network  system  in  this  country  is  safe,  sound, 
and  essential. 

Mr.  Chairman,  I  also  recognize  that  one  of  the  reasons  for  hold- 
ing this  hearing  is  the  Banesto  episode.  It  is  a  bank  whose  name 
I  wish  I  had  never  heard.  But  the  scrutiny  as  a  result  of  U.S.  Cen- 
tral's Banesto  investment  has  certainly  been  valuable.  It  has  forced 
credit  union  leaders  to  focus  intensely  on  issues  that  have  been 
talked  about  for  several  years. 

While  we  believe  the  corporate  credit  union  system  is  not  a  safe- 
ty and  soundness  threat,  neither  is  it  perfect,  and  we  think  over- 
sight and  improvement  are  appropriate. 

I  know  that  some  have  described  as  obsolete  what  we  refer  to  as 
integration  of  trade  associations  and  corporate  credit  imions,  but  I 
very  respectfully  and  strongly  disagree.  More  than  half  of  the 
corporates  remain  integrated  with  State  leagues,  as  CUNA  does 
with  U.S.  Central.  But  we  did  work  closely  with  NCUA  to  tighten 
the  corporate  regulations  in  1992,  and  we  are  confident  that  every 
problem  which  NCUA  has  brought  to  the  committee's  attention 
could  and  has  been  addressed  by  the  exercise  of  NCUA's  existing 
wide-reaching  supervisory  and  enforcement  powers.  We  think  these 
precipitous  actions  addressed  to  perceived  problems  could  not  only 
be  unwarranted  but  could  be  counterproductive  to  meeting  every- 
one's goal  of  having  a  stable,  efficient,  and  well-functioning  cor- 
porate system. 

Last  week,  this  committee  was  assured  by  the  NCUA  and  the 
U.S.  General  Accounting  Office  that  the  credit  union  movement  is 
sound  and  that  the  National  Credit  Union  Insurance  Fund  is  in  ex- 
cellent condition.  This  week  I  want  to  assure  you  that  corporate 
credit  unions  are  doing  nothing  and  will  do  nothing  to  undermine 
the  safety  and  soundness  of  the  institutions  they  are  chartered  to 
serve. 

There  are  three  major  points  upon  which  I  base  my  testimony. 
First,  that  the  corporate  credit  union  system  remains  essential  to 
credit  unions.  Second,  that  it  is  unequivocally  running  in  a  safe 
and  sound  manner.  And,  third,  that  credit  unions  must  retain  the 
right  to  choose  what,  if  any,  working  relationship  they  want  be- 
tween their  own  voluntary  trade  associations  and  their  corporate 
credit  unions. 

As  I  stated  earlier,  the  corporate  credit  union  system  is  essential 
to  maintaining  the  vitality  of  the  entire  credit  union  system,  par- 
ticularly smaller  credit  unions.  I  think  to  understand  this,  it  is 
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worthwhile  to  take  a  minute  to  look  at  the  reasons  for  the  creation 
of  corporate  credit  unions. 

The  credit  union  movement  tried  for  years  to  get  Congress  to  cre- 
ate a  federally  chartered  central  bank  for  credit  unions  and  we 
have  been  turned  down,  and  that  I  think  was  elaborated  on  in  the 
written  testimony, 

Afler  several  efforts  to  get  Congress  to  act,  credit  unions  realized 
that  they  were  going  to  have  to  address  liquidity  needs  on  their 
own,  and  our  decades'  old  tradition  of  cooperation  with  credit  union 
leagues  were  the  focal  point  for  establishing  State  chartered  cor- 
porate central  credit  unions. 

Deciding  that  the  movement's  liquidity  and  investment  needs 
would  have  to  be  addressed  totally  by  the  private  sector,  CUNA  ob- 
tained a  charter  for  the  U,S.  Central  Credit  Union  in  1974.  Novv, 
there  was  also  a  concept  of  a  central  liquidity  service  for  credit 
unions  that  would  not  serve  as  a  central  bank  but  would  be  a  back- 
stop to  credit  unions  in  the  corporate  centrals,  and  that  was  sup- 
ported by  CUNA,  and  it  became  a  reality  in  1978  with  the  creation 
of  the  Central  Liquidity  Facility. 

The  corporate  credit  unions  are  part  of  the  credit  unions'  three- 
tiered  system.  The  first  tier  is  the  approximately  13,000  natural 
person  credit  imions,  which  serve  primarily  consumers  and  some 
small  businesses.  The  middle  tier  is  found  at  the  State  or  regional 
levels  and  is  composed  of  42  corporate  credit  unions  with  State 
credit  union  trade  associations  and  service  corporations  which  are 
owned  by  State  leagues  and  provide  products  and  services  utilizing 
economies  of  scale  and  volume  discounts. 

The  corporates,  along  with  U,S.  Central,  comprise  the  corporate 
credit  union  network.  And  as  other  witnesses  have  described,  the 
corporates  provide  a  variety  of  financial  and  payment  services  to 
natural  person  credit  imions. 

The  third  tier  is  at  the  national  level,  and  that  consists  of  the 
U,S,  Central  Credit  Union,  CUNA,  and  other  organizations  affili- 
ated with  CUNA. 

U,S.  Central's  mission  is  to  support  the  credit  union  system  by 
providing  quality,  cost-effective  financial  products  and  services  to 
corporate  credit  unions.  It  functions  as  a  central  depository  to  meet 
the  short-term  and  long-term  liquidity  needs  of  its  corporate  mem- 
bers by  maintaining  access  to  public  and  private  capital  markets. 
Accordingly,  we  provide  through  U.S.  Central  wholesale  financial 
and  payment  services  to  the  42  corporate  members. 

The  basic  premise  for  the  credit  union  system  is  strength  in 
numbers.  Credit  union  trade  associations  and  corporates  allow 
smaller  credit  unions  to  offer  services  and  receive  investment  re- 
turns they  could  never  safely  or  efficiently  offer  on  their  own.  That 
is  why  we  are  disappointed  in  the  NCUA  chairman's  decision  last 
week  that,  quote,  "the  corporate  system  was  expanding  in  a  hap- 
hazard manner,"  It  implies  something  is  terribly  wrong  with  the 
system  when  we  do  not  think  that  is  true. 

According  to  our  information,  the  great  majority  of  corporates 
have  high  CAMEL  ratings,  and  we  beheve  that  NCUA  does  an  ex- 
cellent job  of  supervising  them  and  examining  them  on  a  regular 
basis,  and  we  are  confident  that  the  system  is  unequivocally  capa- 
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ble  of  meeting  the  challenges  of  providing  quality  services  to  credit 
unions  without  raising  safety  and  soundness  concerns. 

The  Corporate  Crefit  Union  Network  is  a  dynamic  one  and  it  is 
adjusting  to  change  as  changes  are  required.  Different  corporates 
are  responding  in  different  ways.  For  example,  the  U.S.  Central 
board  had  a  planning  session  in  August  to  review  its  strategic  di- 
rection and  subsequently  instructed  staff  of  U.S.  Central  to  elabo- 
rate on  that  strategic  direction.  And  as  Mr.  Bell  described  earlier, 
U.S.  Central  is  headed  in  the  direction  of  looking  to  increase  its 
capital  and  reexamine  its  service  structures  in  light  of  the  changes 
that  other  witnesses  and  the  Black  committee  have  pointed  out. 

We  also  agree  v/ith  the  Black  Committee  finding  that  it  is  impor- 
tant to  increase  the  capital  levels  of  corporate  credit  unions  in  gen- 
eral and  U.S.  Central  in  particular.  Now,  while  I  understand  that 
these  issues  are  all  of  great  interest  to  you,  probably  the  biggest 
pohtical  issue,  at  least  the  one  I  want  to  address,  is  the  question 
of  corporate  integration,  corporate  governance. 

I  want  to  assure  you  that  if  corporate  integration  were  a  legiti- 
mate safety  and  soundness  issue,  CUNA  would  be  the  first  to  raise 
it  as  an  issue.  We  would  under  those  circumstances  urge  a  regu- 
latory change  in  corporate  board  structures  and  management  ar- 
rangements, because  the  stability  and  financial  well-being  of  the 
corporate  credit  union  system  is  of  utmost  importance  to  us.  But 
it  is  our  position  that  nothing  has  happened  to  warrant  the  Federal 
Government  stripping  credit  unions  of  the  right  to  choose  what,  if 
any,  working  relationship  they  want  between  their  trade  associa- 
tions and  their  corporates. 

As  has  been  discussed,  NCUA  recently  published  for  comment  an 
amendment  to  its  corporate  board  representation  regulation.  We  do 
not  believe  a  record  has  been  established,  however,  that  would  jus- 
tify why  steps  of  this  nature  are  necessary.  The  NCUA  seems  to 
rely  largely  on  the  recommendations  of  the  Black  study,  but  we 
cannot  find  in  that  analysis  any  analysis  by  the  planning  commit- 
tee on  how  it  reached  the  conclusion  regarding  potential  problems. 

NCUA  cites  the,  quote,  "potential  for  abuse,"  unquote,  by  the 
management  agreements  between  individual  corporates  and 
leagues  as  well  as  between  U.S.  Central  and  CUNA.  And  in  that 
regard  I  should  reiterate  to  the  committee  that  I  serve  as  a  director 
of  U.S.  Central  but  I  no  longer  serve  as  its  CEO.  It  is  also  impor- 
tant to  remember  the  extensive  supervisory  and  enforcement  au- 
thority that  Congress  has  given  NCUA  to  address  any  actual 
abuses  that  it  finds.  These  are  very,  very  powerful  tools. 

Of  particular  note  are  the  provisions  in  FIRREA  which  authorize 
NCUA  to  utilize  its  enforcement  powers  against  any  institution  or 
affiliated  party  engaging  in  unsafe  and  unsound  practices  or  par- 
ticipating in  violations,  or  anyone  who  has  breached  a  fiduciary 
duty  to  a  federally  insured  credit  union. 

Finally,  Mr.  Chairman,  we  feel  that  the  agency  can  address  its 
concerns  about  potential  and  perceived  abuses  in  other  ways.  We 
have  already  suggested  some  of  them  to  the  agency  during  the 
course  of  the  discussions  to  date  on  NCUA's  proposal.  Our  sugges- 
tions are  included  in  my  written  statement. 

In  conclusion,  Mr.  Chairman,  we  believe  that  the  Corporate 
Credit  Union  Network  is  of  vital  interest  to  the  ability  of  all  credit 
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unions  and  their  members  to  continue  obtaining  the  kinds  of  serv- 
ices that  only  these  democratically  operated  nonprofit  cooperatives 
are  capable  of  delivering.  Our  recommendations  and  actions 
already  taken  or  planned  will  only  improve  the  system  and  the 
ability  of  the  corporates  to  continue  providing  valuable  services  to 
natural  person  credit  unions  throughout  the  United  States. 

Thank  you  very  much,  and  I  would  be  happy  to  respond  to  any 
questions. 

[The  prepared  statement  of  Mr.  Swoboda  can  be  found  in  the 
appendix.] 

The  Chairman.  Well,  thank  you,  Mr.  Swoboda. 

I  don't  mean  to  be  personal,  but  is  your  last  name  of  Polish 
origin? 

Mr.  Swoboda.  It  is  Czech. 

The  Chairman.  Or  Czech,  I  was  going  to  say.  And  the  reason  is 
that  over  in  our  south  central  and  southeastern  Texas  area  you 
have  some  of  the  most  historical  communities. 

The  first  Polish  settlement  in  the  United  States  was  not  in  the 
Middle  West,  it  was  50  miles  southeast  of  San  Antonio  in  the  city 
of  Panna  Maria.  If  you  go  about  40  miles  east  on  that  same  road, 
you  will  hit  the  Czech  settlement  that  has  one  of  the  most  beautiful 
churches  anywhere  in  the  Southwest  United  States,  built  by  the 
Czech  immigrants  that  used  to  come  in  through  the  Port  of 
Indianola,  which  no  longer  exists.  And  your  last  name  is  common; 
that  is,  it  has  been  very  visible  in  our  part  of  the  country. 

Mr.  Swoboda.  Mr.  Chairman,  the  name  Swoboda  means  "free- 
dom" in  Czech  and  Polish.  And  so  when  the  Eastern  bloc  was  fall- 
ing apart,  I  enjoyed  watching  them  carrying  my  name  on  signs. 
But  I  am  going  to  Prague  in  the  Czech  Republic  in  the  first  week 
of  November.  They  are  starting  a  credit  union  movement  in  that 
country. 

The  Chairman.  Is  that  right? 

Mr.  Swoboda.  And  the  parliamentarians  have  invited  me  to 
come  over  and  meet — actually,  the  Czech  Banking  Committee  of 
the  Parliament — to  try  to  design  a  movement  for  that  country. 

The  Chairman.  In  fact,  the  historical  community  that  I  spoke  of, 
which  is  on  the  San  Antonio-Houston  highway,  and  some  80,  90 
miles  southeast  of  San  Antonio,  is  proud,  and  that  is  where  the 
beautiful  church  was  decorated  in  such  a  way  by  these  artisans 
that  came  over  from  that  part  of  Europe  about  130  years  ago. 

So  I  just  could  not  help  but  ask  you  because  of  your  last  name. 
And  it  is  a  coincidence,  I  did  remember  the  meaning  because  in 
San  Antonio  we  have  a  sizable  Polish  community.  And,  in  fact,  San 
Antonio  is  the  birthplace  of  the  American  Polish,  and  the  Texas- 
Polish  Association,  with  a  very  dear  friend  of  mine,  a  priest,  who 
is  a  lot  younger  than  I  am,  and  I  remember  when  he  first  came 
out  of  the  seminary,  and  so  some  of  the  words  I  did  associate. 

So  I  did  not  want  to  personalize  but  I  thought  it  was  very  inter- 
esting, and  I  applaud  the  fact  that  you  have  been  asked  to  partici- 
pate in  the  credit  union  movement  in  that  part  of  Europe.  It  is  a 
very  important  part. 

Mr.  Bell,  I  do  want  to  compliment  what  I  think  the  record  clearly 
shows  as  essentially  a  prudent,  sound,  conservative,  if  you  please — 
I  don't  know  where  the  liberals  got  blamed  for  their  previous  leg- 
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acy,  but  I  have  been  labeled  and  I  am  very  proud  to  be  labeled  a 
liberal  in  the  traditional  American  sense,  and  that  is  why  I  would 
tell  my  critics  back  home  that  if  they  wanted  a  definition,  I  would 
say,  well,  in  politics  you  cannot,  in  politics  you  have  to  deal  with 
the  reality  of  life  and  you  cannot  very  conveniently  label  the  issues 
that  are  emanating,  burgeoning  from  the  midst  of  society.  But  if 
you  want  a  definition,  then  you  can  call  me  a  "conciberal,"  which 
is  an  alloy  there,  conservative. 

But,  actually,  I  define  the  practices  that  are  labeled  very  accept- 
able conservative  too.  I  would  define  them  as  prudent,  and  this  is 
where  I  think  the  history  shows  that  by  far  and  by  large  the  busi- 
ness has  been  managed  prudently  and  soundly.  It  does  not  mean, 
though,  that — I  have  always  said  that  no  matter  how  much — ^no- 
body is  foolproof  and  no  institution  can  escape  some  untoward 
event.  Embezzlement  on  the  part  of  a  long-time  employee.  There  is 
no  way.  It  is  the  human  experience. 

But  there  are  times  when  the  temptation,  which  is  honestly  de- 
rived in  an  attempt  to  maintain  a  position  of  service,  may  cloud. 
That  is  why  I  have  said  that  with  experience  comes,  or  should 
come,  what  all  through  our  history  and  the  ancients  would  say  you 
sought  wisdom.  The  young  today  may  have  a  lot  of  knowledge,  but 
the  question  is,  can  you  derive  wisdom  and  prudence? 

And  I  think  that  the  experience  here  that  was  reflected  in  the 
activities  of  the  Central — now,  it  is  easy  for  me  to  see  why  you 
would  have  been  involved  in  what  turned  out  to  be  Banesto,  be- 
cause you  did  not — the  central  corporation  did  not  invest  directly. 
You  went  through  the  Morgan  Bank. 

Now,  who  would  think  that  Morgan  would  have  bad  judgment? 
But  the  truth  is  that  for  several  years  we  have  been  charged  with 
knowledge  that  some  of  these  very  notable  American  institutions 
investing  in  foreign  securities  and  whatnot  in  other  banks  is  part 
of  a  syndicate,  all  these  activities  are  syndicated,  and  the  Spanish 
bank,  much  noise  was  created  when  it  lost  in  that  particular  mar- 
ket, is  really  overshadowed  by  other  untoward  effects  on  other  Eu- 
ropean countries. 

In  Italy,  the  Faruzi  commercial,  the  national  empire,  collapsed, 
because  it  lost  $22  billion  in  this  activity,  and  this  is  over  2  years 
ago.  And  it  had  American  participants  that  have  not  really  come 
to  light  yet,  but  it  did  add  to  the  tremendous  flux  existent  in  Italy 
for  some  time. 

Germany,  same  thing.  The  Matellas  Grav.  Corp.,  and  they  lost 
by  their  involvement  in  these  very,  very  complicated,  very  vola- 
tile— actually,  it  could  be  described  as  gambling.  And  so  you  are 
lucky,  because  the  Spanish  Government — in  fact,  to  some  extent, 
we  pressured  a  little,  and  were  in  a  position  to  take  over  and  sub- 
sidize and  then  the  eventual  purchase  by  the  Spanish  bank  of 
Banesto.  But  Banco  Espanol  de  Credo  was  the  one  that  took  it  over 
was  very  substantial.  In  fact,  it  may  be  one  or  two  now,  and  that 
is  the  Santa  Andiaz,  which  is  very  active  in  Puerto  Rico,  one  of  the 
leading  banking  institutions,  and  in  Spain  it  is. 

So  that  the  difficulty  stems  from  the  fact  that,  just  like  some 
smaller  manager  of  investment  portfolios  of  a  relatively  smaller 
credit  union  is  looking  to  somebody  for  a  judgment  in  investment 
must  rely  on  that  judgment  and,  frankly,  I  can  understand  why 
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going  to  Morgan.  That  is  one  of  the  most  active  banking  partici- 
pants in  this  global  market. 

Nevertheless,  your  track  record  shows  you  had  no  loss  payouts 
and  you  had  no  major  embezzlement  of  any  kind,  I  would  say,  and 
I  think  you  should  be  complimented. 

I  recall  all  of  these  things,  as  some  of  you  referred  to,  as  a  reason 
for  the  creation  of  the  corporate.  Because  my  predecessor  chairman, 
the  great  Texan,  fellow  Texan,  Wright  Patman — we  knew  him  as 
Mr.  Credit  Union,  but  he  also  shared  that  designation  as  Mr.  S&L. 
I  remember  that  he  advocated  the  equivalent  of  a  bank — that  is, 
a  credit  resource,  chartered  govemmentally  on  the  Federal  level  for 
credit  unions. 

And,  of  course,  in  a  competitive  world  such  as  this  is,  I  could  see 
why  if  your  line  of  credit  was  to  the  commercial  bank  you  were  not 
going  to  get  exactly  competitive  rates.  You  were  not  going  to  get 
below-market  interest  rates. 

Anyway,  I  am  delighted,  though,  that  the  developments  have 
been  as  efficacious  as  they  have  turned  out  to  be. 

Now,  the  Black  Committee  did  recommend  some  changes,  which 
I  would  say  was  an  effort  to  democratize  the  process  by  trjdng  to 
attenuate  the  interlocking  situation.  And  I  would  say  obedient  to 
the  fact  that  it  is  not  democratic  to  the  institution  determining  who 
is  going  to  be  on  that  board  and  the  fact  that  the  owner  credit 
unions  should  select  among  themselves.  That  is  what  I  would  say 
was  the  American  effort  always  to  try  to  find  the  democratic 
principle. 

As  I  understand  it,  Mr.  Bell,  you  do  agree  with  the  Black  Com- 
mittee's recommendation? 

Mr.  Bell.  On  the  interlock  question? 

The  Chairman.  Yes. 

Mr.  Bell.  I  have  some  reservations,  Mr.  Chairman.  Particularly, 
as  it  applies  to  some  of  the  smaller  corporates  that  are  integrated 
where  I  know  it  works  very,  very  well.  And  it  includes  interlocks 
on  the  board,  interlocks  at  the  management  level  and  the  efficiency 
of  that  structure,  having  professional  management  that  partici- 
pants on  both  sides,  if  that  were  split,  the  impact,  the  expense  im- 
pact on  the  corporate  would  be  very,  very  meaningful. 

I  believe  that — I  sincerely  believe  that  NCUA  has  the  examina- 
tion resources  to  look  for  conflict  of  interest  or,  where  there  is 
abuse,  interviewing  the  corporate  management.  You  get  these  peo- 
ple aside  and  if  it  is  a  problem  in  that  corporate,  I  think  NCUA 
is  up  to  dealing  with  that,  particularly  with  the  improvement  in 
their  corporate  examination  force. 

So  I  think  we  lose  something  if  it  is  an  absolute  across  the  board, 
everybody  has  to  be  one  way.  The  evolution — in  my  judgment,  evo- 
lution will  resolve  this.  We  are  at  the — I  mentioned  in  my  re- 
marks— we  are  on  the  verge  of  consolidation.  Corporates  are  going 
to  get  larger. 

We  had  a  study  2  years  ago  commissioned  by  U.S.  Central  and 
the  corporate  network  to  look  at  corporate  structure.  This  study 
concluded  that  corporate  is  going  to  have  to  be  a  minimum  of  $600 
million  to  be  just  at  the  edge  of  viability. 

There  is  a  great  deal  of  discussion  of  mergers  among  corporates. 
This  thing  is  rolling  down  the  tracks.  So  I  think  we  are  talking 
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about  if  there  is  a  problem  it  is  a  problem  that  over  time  is  going 
to  resolve  itself. 

The  Chairman.  I  think  you  are  right.  I  think  the  big  fear  is  the 
possibility  of  conflict.  But,  to  your  knowledge,  have  you  ever  known 
of  or  witnessed  or  have  any  evidence  of  any  circumstances  that 
have  arisen  because  of  conflict  of  interest  under  this  situation? 

Mr.  Bell.  Not  in  the  time  I  have  been  in  the  credit  union  sys- 
tem. You  could  point  at  Puerto  Rico,  but  I  don't  think  that  is  legiti- 
mate. That  is  a  single  entity. 

The  Chairman.  No,  I  think  that  is  an  ad  hoc. 

Mr.  Bell.  Yes,  I  have  spent  time  down  there  this  year,  and  it 
is — -you  mentioned  culture  yesterday.  It  is  much,  much  different. 

The  Chairman.  The  only  thing  that  we  have  picked  up  over  here 
on  this  level  is  my  home  State,  the  Southwest,  and  the  potential 
there,  whatever  it  is.  Is  there  anything  there? 

Mr.  Bell.  I  do  not — all  I  know  is  what  I  read  in  the  press.  I  am 
sure  we  are  going  to  eventually  get  all  the  facts.  It  looks  like  it 
could  be.  I  have  no  facts  to  answer  that  question. 

The  Chairman.  Well,  I  mean  you  are  on  top  of  that.  But  about 
50  percent,  or  half,  of  the  corporates  do  business  with  you.  Why  is 
it  that  the  information  we  got  in  the  testimony  to  the  effect  that 
those  who  have  used  other  lines  of  credit  instead  of  Central  have 
received  higher  yields  than  what  they  have  in  dealing  with 
Central? 

Mr.  Bell.  We  are  an  extremely  low-risk  profile.  You  mentioned 
earlier  it  is  an  extremely  conservative  investment  policy.  Beyond 
that,  two  tiers  requires  two  balance  sheets.  You  have  to  support 
two  sets  of  capital.  There  is  efficiency — what  Mr.  Johnson  has  done 
in  WesCorp.  He  is  large  enough.  He  has  brought  in  the  resources. 
It  does  introduce  an  efficiency. 

If  you  have  to  support  the  local  corporate  balance  sheet  with  re- 
serving requirements,  management  structure,  U.S.  Central's  re- 
serving requirements,  management  structure,  it  is  somewhat  less 
efficient. 

The  Chairman.  Well,  to  my  mind,  I  have  been  very  much  com- 
forted and,  as  I  said  earlier,  I  do  not  believe  that  we  should  allow 
ourselves  to  overreact  or  still  be  punchdrunk  because  of  what  hap- 
pened with  the  S&Ls. 

And  I  recall  what  happened  in  my  State,  because  that  is  where 
it  first  clearly  revealed  what  eventually  would  happen  nationally. 
There  is  no  question  of  that. 

And  there  the  home  loan  bank  system  and  the  Texas  home  loan 
bank  did  have  a  very,  very,  I  thought,  undesirable,  in  fact  almost 
incestuous  relationship.  AJnd  so  what  happened  when  the  crunch 
came  and  the  Dallas  home  loan  bank  board  then,  in  my  own  dis- 
trict, for  instance,  determined  that  three  or  four  of  the  S&Ls  were 
actually,  if  not  insolvent,  right  on  the  point,  and  they  came  in  with 
what  they  called  the  management  consignment. 

And  then  through  the  management  consignment  allowed  them — 
certainly  they  were  still  paying  for  in  the  FICO  bonds  inciden- 
tally— turned  out  to  be  billions.  And  that  was  to  allow  them  about 
2  percent  above  their  cost  of  money  and  then  advertising  full-page 
ads  in  the  hometown  paper  of  San  Antonio  extremely  high  yields — 
in  fact,  9  percent  or  better. 
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So,  then,  those  other  S&Ls  that  were  prudently  managed — and 
nobody  ever  showed  they  had  mismanagement  or  fraud  or  any- 
thing— they  were  going  to  be  intermediated,  and  I  raised  my  voice, 
but  nobody  gave  a  hoot,  and,  sure  enough,  they  did. 

How  can  you  compete,  as  the  banks  did  later  in  Texas,  when  the 
big  ones  failed  and  the  FDIC  moved  in  and  then  the  government 
ended  up  with  all  of  the  bad  side  of  it  and  it  created  or  permitted 
the  new  one  to  have  no  bad  loans?  How  could  the  other  banks  that 
up  to  then  had  been  solvent  compete?  They  could  not. 

I  see  an  absence  of  anything  like  that  happening  on  this  level. 
That  is  why  I  would  be  loathe  to  try  through  statutory  intervention 
to  do  something  to  fine-tune  an  administration,  and  we  want  to  see 
what  action — and,  of  course,  men  like  you  and  Chairman  D'Amours 
have  been  very  assuring  and  reassuring  that  they  are  going  to  fol- 
low through  on  the  recommendations  that  they  received  from  the 
study  committees. 

So  I  ask  these  questions,  though,  about  some  of  these  other 
corporates  adding  to  the  list  of  those  that  find  that  they  can  get 
more  remunerative  yields  elsewhere.  How  long  can  you  stand? 

Mr.  Bell.  Pardon  me?  I  missed  your  last  word. 

The  Chairman.  How  long  can  you  stand? 

Mr.  Bell.  I  think  we  are,  right  now,  reacting  to  that. 

Let  me  back  up  just  a  moment. 

I  have  talked  to  people  at  NCUA.  They  are  well  aware  that  the 
temptation — watching  a  success  story  like  WesCorp  creates  a  lot  of 
temptation  for  a  smaller  corporate  to  go  down  the  same  road,  some- 
times a  corporate  that  does  not  have  the  resources  to  put  in  suffi- 
cient infrastructure  to  do  that  safely. 

So  NCUA  has  its  hands  full,  to  be  sure,  as  corporates  move  that 
direction,  that  they  are  monitoring  for  and  examining  for  adequate 
professional  expertise,  investment  expertise,  credit  analysis  exper- 
tise, and  so  forth  the  systems  to  track  and  keep  on  top  of  the  in- 
struments that  are  out  there. 

I  mentioned  before,  we  are,  right  now,  looking  at  restructuring 
of  U.S.  Central  perhaps  to  more  along  the  lines  of  facilitating  merg- 
ers that  will  eliminate  these  dual  balance  sheet  arrangements. 

The  Chairman.  Well,  there  is  the  continuing  and  sustained 
amount  of  tremendous  flux  in  all  of  the  markets.  And  what  I  have 
noticed  is  that,  with  the  best  of  intents,  the  Congress  contributes 
sometimes,  as  we  did  with  the  Gam-St  Germain  Act  in  1982.  But 
there  it  was  obvious,  at  least  to  me,  we  could  not  through  legisla- 
tive fiat  as  Garn-St  Germain  because  it  was  palmed  off  to  saving 
the  S&Ls,  but  it  was  much  more  than  that  as  it  turned  out  to  be. 

And  what  disturbed  me  was  the  proviso  such  as  regulatory  ac- 
counting standards.  And  when  I  asked,  well,  why  this  phrase?  How 
come  I  have  not  seen  it  in  some  of  the  other?  No  answer. 

Then  we  had  the  2.5,  2  percent  equity  kicker  in  the  statute.  That 
is,  through  legislative  fiat  we  were  then  attempting  to  make  an  in- 
solvent institution  in  the  market  solvent,  and,  of  course,  it  is  not 
going  to  happen.  And  this  is  why  I  am  hesitant  to  involve  direct 
legislative  or  statutory  attempts  to  get  in  too  much  to  the — I  think 
up  to  now  the  information  we  have — we  are  going  to  pursue  this 
Texas  development  because  there  are  some  troublesome  aspects 
that  have  been  reported. 
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Now,  I  do  not  know  that  we  have  had  a  detailed  confirmation. 
But  that  still  does  not  mean  that  there  is  a  situation  in  the  case 
of  the  credit  union  system  that  would  warrant.  So,  speaking  for 
myself,  I  would  be  loathe  to  going  to  this  statutorily.  I  think  the 
biggest  factor  confronting  us  is  that  we  have  this  other  problem 
that  is  very  little  referred  to  that  will  not  do  any  good  no  matter 
how  well  we  conduct  our  institutions  if  our  currency  is  devalued 
and  it  continues  to  register  the  sustained  loss  in  value  that  it  has 
almost  for  two  decades  now. 

I  do  not  see  how  that  can  continue,  and  I  do  not  know  what  we 
can  do  in  the  Congress  directly,  but — other  than  trying  to  get  the 
forces  that  have  the  most  direct  ability  to  influence  that  and  pre- 
serve the  integrity  of  the  currency,  such  as  the  Treasury  or  the  ex- 
ecutive branch  and,  above  all,  the  Federal  Reserve  Bank.  But  that 
is  hovering  all  over  us,  and  as  long  as  we  have  this  instability. 

For  instance,  Mr.  Johnson,  I  applaud  your  model  of  dimension, 
so  to  speak,  where  you  are  making  allowances  for  volatile  3  percent 
interest  rate  fluctuation.  Well,  given  the  state  of  things,  it  is  a  very 
wise — and  I  do  not  even  know  if  3  percent  is  going  to  be  enougn 
before  this  whole  thing  is  over  with. 

There,  again,  to  what  extent  is  the  Federal  Reserve  Board,  which 
now  admits  it  cannot  control  interest  rates — for  years  and  years  we 
have  the  chairman  coming  up  here  and  saying,  oh,  no,  of  course, 
it  is  not  us.  It  is  the  profligacy  of  the  Congress  or  the  markets  that 
determine.  We  do  not  have  anything  to  do  with  determining  inter- 
est rates.  Now  they  say  they  do. 

But  I  think  the  Federal  Reserve,  for  instance,  because  of  these 
tremendous  forces  that  are  external  to  our  shores,  over  which  we 
no  longer  have  any  control  as  of  the  late  1960's.  The  impact  has 
created  a  gridlock  whereby  the  Fed  itself  is  limited,  no  matter  what 
it  does  domestically.  But  it  has  to  react  to  what  happened  in  the 
1980's  whereby,  through  high  interest  rate  attractions,  we  had  tre- 
mendous infusions  of  capital,  foreign  capital,  in  direct  acquisition 
of  assets  and  indirect  acquisition  of  assets. 

And  the  reason  for  that  is  that  the  foreign  capital  can  buy  the 
assets  with  a  devalued  dollar  a  lot  easier  and  cheaper  than  any 
other  way.  So  there  is  no  interest  in  that  right  now  even  though 
it  has  been  a  matter  of  great  concern  to  me  since  1979.  So  what 
makes  me  happy  is  that  I  think  that,  were  anything  to  happen,  the 
credit  union  system  would  probably  be  about  the  most  resistant  to 
any  catastrophic  happening  of  all.  So  I  wanted  to  applaud  you. 

What  I  did  want  to  ask  you,  Mr.  Johnson,  was,  before  we  let  you 
go,  the  question  of  competition  between  the  corporates  is  also  one 
that  the  Commission  reported.  Do  you  have  any  concerns  about  the 
pace  of  permitting  corporate  credit  unions  to  compete  against  each 
other  for  business? 

Mr.  Johnson.  Mr.  Chairman,  I  have  no  problem  at  all  with  com- 
petition. I  do  have  a  problem  with  too  rapid  a  growth  in  competi- 
tion. 

I  would  think  that,  for  instance,  as  Dr.  Black's  study  said,  should 
they  open  the  field  of  membership  so  that  all  corporates  can  have 
a  national  field  of  membership  and  anybody  can  join  any  corporate, 
that  that  would  be  good  for  the  credit  unions  but  I  have  a  fear  that 
some  corporates  may  look  at  this  as  a  great  opportunity  to  capture 
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a  lot  in  a  short  period  of  time  and  have  what  I  would  consider  un- 
controlled growth. 

The  Chairman.  I  see. 

Mr.  Johnson,  And  I  think  that  is  dangerous.  I  think  there  ought 
to  be  certain  plateaus  you  reach  before  you  can  do  that. 

The  Chairman.  In  other  words  phased  in. 

Mr.  Johnson.  Yes,  sir. 

The  Chairman.  Well,  that  is  very  wise. 

Should  U.S.  Central  be  permitted  to  merge  with  other  corporates, 
given  what  has  been  reported  by  the  Commission  and  the  others 
as  relatively  weak  capitalization? 

Mr.  Johnson.  Mr.  Chairman,  Jim  Bell  has  referred  to  the  fact 
that  U.S.  Central — and  I  am  on  the  U.S.  Central  board  also — ^is 
now  looking  at  opportunities  to  increase  the  capital  at  credit 
unions,  and  I  believe  it  is  our  current  thinking  that  mergers  of 
corporates  into  U.S.  Central  may  not  be  the  best  answer  to  in- 
crease the  capital  and  that  we  are  looking  for  ways  to  increase  the 
capital.  Absolutely,  positively,  we  know  that  is  needed  both  at  U.S. 
Central  and  at  the  corporate  level,  but  we  do  not  necessarily  have 
to  do  it  with  mergers. 

The  Chairman.  I  was  most  interested  in  your  statement  earlier 
that  due  to  the  merger  of  these  two  big  banks  and  the  need  then 
to  create  your  WesCorp — or  that  is,  facilitate  it  as  one  access  to 
credit — was  that — did  that  happen  to  be  the  merger  of  the  Bank  of 
America  with  Pacific? 

Mr.  Johnson.  Yes,  sir. 

The  Chairman.  I  wanted  to  report  to  you  we  had  hearings  on 
that.  I  expressed  objection.  We  brought  in  the  attomev  general.  Be- 
cause on  the  Federal  level  the  antitrust — but  the  administrations 
have  literally  killed  off  antitrust. 

But  let  me  tell  you  who  saved  the  day  for  you,  too.  It  was  at  the 
State  attorney  general's  level.  The  State  of  Oregon — if  I  remember 
correctly,  it  was  Oregon  that  compelled  the  Bank  of  America  to 
kind  of  bring  in  its  horns  a  little  bit  there  and  defend  it.  Because 
that  was  going  to  end  up — in  having  that  entity  merged  would 
have  over  50  percent  of  the  market  in  that  entire  area  there. 

Mr.  Johnson.  Yes,  sir. 

The  Chairman.  So  I  was  interested  to  note  here  you  are  testify- 
ing to  one  impact  that  we  were  unaware  when  we  had  the  hearing 
on  the  merger.  So  that  is,  I  think  we  were  right  and  unfortunately 
could  not  do  anything  about  it,  because  the  Federal  level,  the  At- 
torney General,  the  Federal  Reserve  Board  was  not  about  to  do 
anything. 

But  it  took  the  State  attorneys  general,  not  only  out  there  but 
up  here  in  New  England  in  another  merger  case,  and  what  they 
did  was  they  just  passed  a  State  law  and  said,  well,  you  want  to 
do  it  here  you  are  going  to  have  to  do  this,  and  they  did. 

So  I  was  just  wanting  to  know  if  that  was  the  particular  merger. 

Mr.  Johnson.  Yes,  sir,  it  was. 

The  Chairman.  I  noticed  that — let's  see,  I  believe  Mr.  Brooke  and 
Mr.  Swoboda,  that  you  feel  that  the  recommendations  for  reform  on 
the  interlocks  and  all  might  result — I  believe  in  your  words,  Mr. 
Brooke — in  the  lessening  of  skilled  or  knowledgeable  management 
available.  Am  I  correct  in  saying  that? 
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Mr.  Brooke.  I  don't  believe  so,  sir. 

The  Chairman.  OK  What  is  your  thinking  on  that  recommenda- 
tion? 

Mr.  Brooke.  The  management  interlock? 

The  Chairman.  Yes. 

Mr.  Brooke.  We  support  NCUA's  proposed  regulation  on  man- 
agement interlock.  We  have  a  couple  of  minor  questions  that  we 
want  to  raise  with  the  agency,  but,  basically,  we  support  it. 

The  Chairman.  Is  that  your  feeling? 

Mr.  SwoBODA.  When  corporates  reach  a  sufficient  size,  as  U.S. 
Central  has,  as  WesCorp  has,  the  advantage  of  a  management 
interlock  is  greatly  diminished,  and  that  is  why  in  those  institu- 
tions it  has  been  eliminated. 

But,  as  Mr,  Bell  indicated,  in  a  number  of  the  smaller  States,  it 
would  simply  not  be  possible,  in  my  view,  for  the  credit  unions  to 
sustain  a  corporate  of  their  own  without  the  ability  to  share  re- 
sources with  a  trade  association. 

Where  the  problem  becomes  most  acute  is  in  the  sharing  of  vol- 
unteers on  boards,  and  this  is  the  aspect  of  the  proposal  that  we 
find,  quite  frankly,  the  most  offensive. 

In  the  State  of  North  Carolina,  just  to  give  an  example  that  was 
related  to  me  recently,  the  folk  down  there  looked  at  the — there  are 
about  200  credit  unions  in  the  State,  State  and  federally  chartered, 
and  of  those,  40  credit  unions  were  represented  by  individuals  who 
served  on  boards  of  the  State  League  or  its  service  corporation  affil- 
iate or  who  otherwise  would  be  disqualified  from  serving  on  the 
corporate  board. 

And,  unfortunately,  those  are  the  40  credit  unions  that  are  the 
larger  credit  unions,  the  more  sophisticated  credit  unions,  the  cred- 
it unions  that  are  interested  in  being  active  and  can  provide  the 
kind  of  expertise  that  you  need  on  a  corporate  credit  union  board 
of  directors. 

So  while  I  suppose  that  corporates  could  continue  to  find  talent, 
I  think  particularly  at  the  State  level  and  in  a  number  of  States 
it  would  be  very,  very  difficult  to  have  corporate  boards  that  were 
the  quality  the  corporates  need  if  people  were  disqualified  simply 
because  they  serve  on  nonprofit  league  boards. 

And  I  would  be  remiss  in  not  observing  that  among  credit  union 
volunteers  that  I  know — and  these  are  managers  of  credit  unions — 
members  of  credit  union  boards  who  are  honest,  hard-working  peo- 
ple, they  serve  as  elected  officials  on  league  board  of  directors. 
Thev  get  elected  to  corporate  boards.  And  they  are  hurt  and  of- 
fendeaby  the  suggestion  that  they  cannot  do  a  good  job.  These  are 
not  folks  that  are  paid  for  their  work.  They  are  volunteers. 

The  Chairman.  Well,  do  you  feel,  then,  that  every  State  should 
have  a  corporate? 

Mr.  SwOBODA.  I  think  that  credit  unions  in  a  State  should  have 
the  ability  to  make  that  decision,  as  long  as  they  are  capable  of 
sustaining  a  corporate  that  is  safe  and  sound  and  properly  man- 
aged. 

I  want  to  emphasize  that  we  believe  very,  very  strongly  that 
NCUA  should  be  very  aggressive  in  its  management  of  corporate 
credit  unions.  We  have  suggested  to  NCUA  that  in  the  case  of  U.S. 
Central  we  would  welcome  a  resident  examiner  at  U.S.  Central. 
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Given  its  size  and  the  amount  of  money  there,  there  is  no  excuse 
for  not  having  very,  very  aggressive  supervision  and  regulation  of 
corporates. 

It  was  mentioned  by,  I  believe,  Mr.  Barth  in  the  previous  panel 
there  needs  to  be  more  disclosure  and  reporting,  and  that  is  some- 
thing we  have  no  problem  with  whatsoever.  We  think  that 
corporates  should  be  required  to  provide  as  much  information — 
they  already  do  provide  it  I  think  to  the  regulator,  but  to  the  extent 
there  is  a  value  in  credit  unions  providing  proper  disclosure,  we 
fully  support  that. 

So  please  take  all  my  comments  with  the  given  that  you  have  to 
have  a  properly  run,  safe,  sound,  and  secure  institution.  But  if  that 
can  be  achieved,  yes,  I  think  that  if  the  people  in  South  Dakota, 
for  example,  think  that  they  would  like  a  corporate  of  their  own 
that  will  be  most  responsive  to  their  needs  that  they  should  be  able 
to  have  one.  And  a  role  legitimately  of  U.S.  Central  is  to  provide 
that  corporate  with  the  services  that  a  WesCorp  may  not  need  but 
that  the  folks  in  South  Dakota  do. 

I  think  it  is  no  different  with  a  volunteer-directed  corporate  than 
it  is  with  any  credit  union.  I  don't  think  people  should  be  forced 
to  have  their  small  credit  union  get  merged  into  some  big  credit 
union  just  because  that  may  mean  better  management  in  some- 
body's view. 

So  I  think  the  record  of  the  corporate  network  is  a  very  good  one. 
And  while  there  have  been  problems,  NCUA  has  shown  itself  to  be 
fully  capable  of  addressing  those  problems  in  a  very  prompt  and 
diligent  fashion,  and,  especially  since  FIRREA,  they  have  extensive 
regulatory  powers  to  take  action  and  require  restitution  or  to  undo 
transactions  if  they  are  found  to  be  unfaiir. 

So  I  think  that  to  absolutely  bar  volunteers  from  serving  in  that 
capacity  in  both  a  corporate  and  a  trade  association  is — ^it  is  using 
a  shotgun  when  a  rifle  would  do  the  job. 

The  Chairman.  Well,  thank  vou  very  much. 

Gentlemen,  does  any  one  or  you  have  any  additional  statement 
you  might  wish  to  make  for  the  record? 

If  not,  of  course,  you  will  receive  a  transcript  of  the  proceedings, 
and  some  of  the  members  and  I  will  be  submitting  some  questions 
in  writing  probably  to  seek  some  statistical  information.  And,  as- 
suming you  get  the  questions  in  proper  time,  that  is,  once  you  re- 
ceive tne  transcript,  we  would  appreciate  your  replying. 

So  I  want  to  thank  you  very  much  for  your  extreme  patience  this 
afternoon  and  forgive  the  particular  circumstance  of  this  hearing 
that  did  not  enable  the  majority  of  the  members  to  be  present.  But 
thank  you  very  much. 

The  committee  will  stand  adjourned  until  further  call  of  the 
Chair. 

I  might  also  add  that  the  staffs  that  have  put  this  together  over 
on  the  m^ority  side — I  wanted  to  thank  Dennis  Kane,  who  has  led 
the  staff.  One  of  his  principal  assistants  has  been  Joe  Reilly. 

And  our  committee,  the  full  committee  staff  level  is  very,  very 
limited.  We  have  about  half  of  the  staff  of  the  Energy  and  Com- 
merce Committee  and  have  about  that  much  less  in  budget,  yet 
this  is  a  hard-hitting  staff,  and  I  wanted  to  recognize  them  for  the 
record.  You  have  dealt  with  them,  so  I  just  wanted  to  reemphasize 
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their  value  and  the  others  that  work  with  Mr.  Kane  and  on  the  mi- 
nority side  as  well. 

So  thank  you  very  much,  gentlemen,  and  we  will  stand  ad- 
journed until  further  call  of  the  Chair. 

[Whereupon,  at  3:25  p.m.,  the  hearing  was  adjourned.] 
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Opening  Statement  of  Henry  B.  Gonzalez 

Committee  on  Banking,  Finance  and  Urban  Affairs 

Hearing  on  Corporate  Credit  Unions 

October  6,  1994 

Last  Thursday,  the  Banking  Committee  held  a  hearing  to  examine 
the  financial  condition  of  the  credit  union  industry.  At  that 
hearing,  the  National  Credit  Union  Administration  (NCUA)  discussed 
the  actions  it  was  taking  in  regards  to  different  areas  of  the 
credit  union  industry  that  needed  careful  attention.  One  such  area 
that  has  been  identified  for  improvement  by  Chairman  D' Amours  and 
the  NCUA  Board  is  corporate  credit  unions.  Today,  the  Committee 
will  hear  further  testimony  on  that  subject  from  a  wide  range  of 
witnesses. 

Corporate  credit  unions  are  the  second  tier  in  the  credit 
union  hierarchy.  They  provide  liquidity,  investment  opportunities 
and  other  services  to  credit  unions,  which  are  commonly  referred  to 
as  'natural  person'  credit  unions.  U.S.  Central,  the  largest 
corporate  credit  union,  often  referred  to  as  the  credit  union 
industry's  central  bank,  provides  services  to  other  corporate 
credit  unions.  Although  most  credit  unions  have  access  to  the 
Central  Liquidity  Fund  (CLF)  and  the  Federal  Reserve,  a  vast 
majority  of  them  choose  to  utilize  the  privately-owned  corporate 
credit  unions  for  their  liquidity  requirements.  In  turn,  corporate 
credit  unions  utilize  U.S.  Central's  services  instead  of  going 
outside  the  credit  union  movement  for  investment  and  other  advice. 

My  primary  concern  with  this  unique  structure  is  the  fact  that 
the  industry's  largest  trade  association,  through  interlocking 
directorates,  has  an  inordinate  influence  over  the  operations  of 
U.S.  Central  and  about  one-half  of  the  other  40  corporate  credit 
unions.  Given  the  trade  associations  broad  financial  interests  and 
the  multiple  services  it  provides  to  affiliated  credit  unions,  the 
question  of  whether  or  not  credit  unions  are  compelled  to  use  CUNA- 
affiliated  corporate  credit  unions  and  services  despite  the 
availability  of  superior  services  elsewhere,  is  of  legitimate 
concern  to  the  Congress. 

It  is  therefore  extremely  important  for  the  Congress  to 
examine  the  framework  of  this  unique  structure  to  ensure  that  a 
trade  association  does  not  have  the  ability  to  exert  undue 
influence  over  corporate  credit  unions,  the  industry  and  its 
regulator.  The  savings  and  loan  crisis  taught  us  that  a  trade 
association,  if  left  unchecked,  can  exert  tremendous  pressure  on 
regulators  and  the  Congress.  We  have  a  responsibility  to  protect 
taxpayers  by  ensuring  that  corporate  credit  unions  are  operated  in 
a  safe  and  sound  manner,  and  that  the  interests  of  credit  unions 
are  paramount  to  the  interests  of  trade  associations. 


53 


I  commend  the  NCUA  Board  for  their  stance  on  corporate 's  and 
I  fully  support  the  proposal  to  eliminate  interlocks  between 
corporate  credit  unions  and  state  leagues  and  trade  associations. 
I  also  want  to  commend  Mr.  Swoboda  and  CUNA  for  today's 
announcement  that  it  has  agreed  to  end  the  pervasive  interlocks 
between  itself  and  U.S.  Central.  That  sacrifice  will  assure 
greater  independence  for  the  credit  union  central  bank. 
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Congressman  Paul  £.  Kanjorski 

October  6, 1994 


Mr.  Chairman,  I  commend  you  for  holding  this  important  hearing  today  on  corporate 
credit  imions.  I  also  want  to  commend  the  NCUA  board  for  taking  this  issue  seriously  and 
proposing  major  reforms. 

Mr.  Chairman,  corporate  credit  unions  serve  a  very  valuable  function.  They  provide 
liquidity  and  services  which  are  critical  to  the  health  and  solvency  of  the  regular  credit  unions 
which  serve  America's  families.  Because  of  their  unique  position  in  the  industry,  they  require 
special  oversight  and  regulation. 

I  have  reviewed  today's  written  testimony,  and  the  recommendations  of  the  Corporate 
Study  Committee  appointed  by  the  NCUA  and  chaired  by  Dr.  Black.  I  want  to  commend  NCUA 
Chairman  D'Amours  and  the  members  of  his  board  for  establishing  a  new  OfBce  of  Corporate 
Credit  Unions  within  the  NCUA  I  also  want  to  commend  the  Black  Committee  for  its  valuable 
contributions  which  I  urge  the  NCUA  to  implement.  I  particularly  support  stronger  capital 
standards  for  corporate  credit  unions  and  greater  independence  between  corporate  credit  unions 
and  trade  associations. 

Finally,  and  most  importantly,  Mr.  Chairman,  I  wish  to  express  my  strong  support  for  the 
voluntary  moratorium  on  corporate  credit  union  investment  in  foreign  countries.  I  hope  that  this 
voluntary  moratorium,  which  the  corporates  entered  into  at  the  urging  of  NCUA  Chairman 
D'Amours,  will  become  permanent. 

While  the  genesis  of  the  moratorium  on  foreign  investments  was  the  risk  associated  with 
U.S.  Central's  investment  in  Banesto,  this  is  not  the  only  policy  reason  for  a  ban  on  foreign 
investments.  U.S.  Central  and  the  other  corporates  have  stressed  that  no  U.S.  credit  imion  lost  a 
dimeasaresult  of  the  Banesto  investment.  While  this  statement  is  cortect.  it  misses  the  real  issue 
-  credit  unions  were  established  in  large  part  to  provide  credit  to  their  members  -  credit  unions 
should  not  under  any  circumstances  be  making  any  investments  overseas  -  not  a  single 
dime. 

Credit  unions  are  different  from  other  financial  institutions.  They  are  cooperatives.  They 
are  democratically  owned  and  nm.  They  rely  on  voluntary  boards  of  directors.  They  have 
common  bonds.  They  are  exempt  from  taxation.  They  provide  credit  only  to  their  members. 
They  should  be  investing  here  at  home,  not  overseas.  If  they  start  sucking  away  local  deposits  to 
fund  foreign  investments  then  they  are  no  better  than  the  mega-billion  dollar  money-center  banks 
that  make  foreign  loans,  and  they  are  no  more  deserving  of  special  tax  treatment  or  exemptions 
from  the  Community  Reinvestment  Act. 
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Members  of  the  credit  union  community  are  well  aware  that  I  have  solidly  and  consistently 
opposed  both  efforts  to  tax  credit  imions  and  to  make  them  subject  to  the  Community 
Reinvestment  Act.  So  that  there  will  be  no  misunderstanding,  however,  let  me  make  it  crystal 
clear  that  if  corporate  credit  unions  continue  to  make  ipvestments  overseas,  this  Member  of 
Congress  will  introduce  legislation  to  eliminate  the  tax  exempt  status  of  corporate  credit 
unions  and  to  make  them  subject  to  the  Community  Reinvestment  Act.  I  would  also 
seriously  consider  making  similar  changes  in  the  status  of  any  regular  credit  union  which  belonged 
to,  or  made  investments  in,  a  corporate  credit  union  which  makes  overseas  investments. 

I  hope,  and  expect,  that  the  current  volimtaiy  moratorium  on  foreign  investments  will 
become  permanent.  But  if  it  does  not,  I  want  to  serve  notice  that  the  credit  union  community  can 
expect  a  very  different  climate  in  the  Congress. 
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Opening  Statement  of  the  Hon.  James  A.  Leach 

Corporate  Credit  Union  Hearing 

October  6,  1994 


Mr.  Chairman,  thank  you  for  holding  this  hearing  on  corporate 
credit  unions.  As  our  witnesses  noted  last  week,  the  credit  union 
industry  and  the  credit  union  insurance  fund  are  in  the  most 
prudent  financial  condition  in  their  history.  However,  certain 
concerns  were  raised  with  corporate  credit  unions. 

The  GAG  identified  a  number  of  potential  problems  in  its  1991 
report.  Since  then,  the  NCUA  and  the  industry  have  taken  a  number 
of  steps  to  correct  these  problems. 

However,  there  are  several  questions  that  should  be  addressed 
today:  How  could  U.S.  Central  invest  111%  of  its  primary  capital 
in  a  single  foreign  institution  (Banesto)?  How  can  the  country's 
largest  credit  union  have  a  primary  capital  ratio  of  a  mere  1%? 
Put  another  way,  it  is  ironic  that  the  country's  largest  credit 
union  with  over  $20  billion  in  assets,  which  was  chartered  to 
provide  liquidity  to  the  entire  credit  union  industry,  has  one  of 
the  weakest  capital  bases  in  American  finance.  This  anomaly  begs 
scrutiny. 

Again,  I  would  like  to  stress  that  the  credit  union  industry  is,  by 
all  accounts,  in  solid  shape.  I  would  also  like  to  commend  the 
NCUA  and  the  credit  union  industry  itself  for  recognizing  potential 
problem  areas  with  corporate  credit  unions  and  for  beginning  to 
take  action  to  deal  with  them.  Thank  you  again  Mr.  Chairman  for 
holding  this  important  hearing  and  I  look  forward  to  the  testimony 
of  our  witnesses. 
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Good  morning  Mr.  Chainnan  and  members  of  the  Committee.  I  appreciate  this  opportunity  to 
appear  before  the  Committee,  on  behalf  of  the  National  Credit  Union  Administration  (NCUA), 
and  provide  you  with  an  overview  of  the  status  of  corporate  credit  unions  and  the  corporate 
credit  union  system. 

There  are  45  corporate  credit  unions.  They  range  in  asset  size  from  U.S.  Central  Credit 
Union  with  assets  of  $19  billion  to  the  League  of  IBM  Credit  Unions  Corporate  Federal  Credit 
Union  which  has  assets  of  $7  million.  The  total  assets  of  all  corporate  credit  unions,  excluding 
U.S.  Central,  is  in  excess  of  $41  billion.  There  are  27  state-chartered  and  18  federally 
chartered  corporates.  Corporate  credit  unions  provide  essential  services  to  natural  person 
credit  unions.  Many  credit  unions  rely  on  corporate  credit  unions  for  investment,  liquidity, 
and  payment  services.  Small  credit  unions,  in  particular,  dq)end  on  the  expertise  and 
economies  of  scale  provided  by  corporate  credit  unions.  Given  the  current  high  level  of 
liquidity  in  the  credit  union  system,  the  investment  function  of  corporate  credit  unions  is  more 
important  today,  .^iproximately  25  percent  of  all  natural  person  credit  union  investments  are 
placed  in  corporate  credit  unions.  Credit  unions  with  assets  of  less  than  $5  million  (over  half 
the  total  number  of  credit  unions)  have  48  percent  of  their  investments  in  corporate  credit 
unions. 

Historically,  NCUA's  oversight  of  corporate  credit  unions  was  handled  at  the  regional  level 
along  with  the  supervision  of  natural  person  credit  unions.  In  October  of  1992,  supervision  of 
corporate  credit  unions  was  centralized  as  one  of  several  functions  of  the  Office  of 
Examination  and  Insurance.   Newly  appointed  NCUA  Board  Chairman  Norman  E.  D' Amours 
saw  that  growth  of  corporate  credit  unions  and  the  complexity  of  their  activities  warranted  the 
creation  of  a  sq)arate  office  for  the  corporate  credit  union  program.  This  office  was 
established  in  July  of  this  year.  In  August  I  assumed  the  position  of  Director  of  the  Office  of 
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Coiporate  Credit  Unions  at  NCUA.  My  career  with  NCUA  began  in  1965  as  a  field 
examiner.  For  the  past  12  years  I  have  been  regional  director  in  our  Chicago  and  Atlanta 
regions,  where  I  have  had  e;q)erience  in  overseeing  coiporate  credit  unions. 

Financial  markets  and  financial  institutions  are  rapidly  changing.  Credit  unions  may  be  more 
cautious  when  it  comes  to  change  than  their  financial  counterparts  due  to  their  historically 
conservative  i^ioach.  This  is  primarily  because  of  one  of  their  finest  traits  -  credit  unions  are 
nonprofit  cooperatives,  operated  to  a  great  extent  by  committed  volunteers.  But  realistically, 
credit  unions  must  change  with  the  times  if  they  are  to  continue  to  provide  their  members  with 
the  financial  services  for  which  they  were  founded.  As  an  agency,  we  too  must  change  if  we 
are  to  fulfill  our  responsibilities.  Let  me  assure  you  we  are  taking  stq)s  to  improve  our 
oversight  of  coiporate  credit  unions. 

We  are  going  to  great  lengths  at  NCUA  to  review  every  aspect  of  our  regulation  and 
supervision  of  corporate  credit  unions.  Besides  our  ongoing  internal  review,  we  have  had  the 
benefit  of  the  findings  and  recommendations  of  two  comprehensive  studies  of  corporate  credit 
unions.  First,  there  is  the  1991  General  Accounting  Office  report  on  credit  unions.  Many  of 
the  recommendations  of  this  rqxiit,  including  a  number  of  those  related  to  corporate  credit 
unions,  have  already  been  acted  upon  by  NCUA.  Second,  the  NCUA  Board  earlier  this  year 
formed  the  Corporate  Study  Committee,  comprised  of  five  distinguished  professionals  with 
broad  regulatory  and  academic  experience,  to  conduct  a  thorough  review  of  the  operations, 
conditions,  regulation,  and  supervision  of  coiporate  credit  unions.  The  Corporate  Study 
Committee  submitted  its  rq>oit  to  us  in  July. 
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Chainnan  D' Amours  i^jpointed  me  to  head  a  Corporate  Regulatoiy  Task  Force  to  review  the 
fmdings  and  recommendation*  of  the  Corporate  Study  Committee  and  provide  continued 
follow-up  on  the  GAO  Rqwrt.  I  anticipate  our  work  wiD  be  completed  before  the  end  of  the 
year.  We  will  present  our  recommendations  to  the  NCUA  Board  in  late  1994  or  early  1995. 

Our  review  to  date,  as  well  as  the  two  studies,  highlight  several  key  areas  that  need  to  be 
addressed.  I  will  briefly  comment  on  each  of  these  areas. 

CAPITAL 

There  is  a  great  deal  of  concern  about  the  level  of  ci^ital  in  corporate  credit  unions.  We  share 
this  concern.  Minimum  risk-based  capital  standards  for  corporate  credit  unions  were 
established  by  NCUA's  corporate  regulation  in  1992.   The  corporates  were  required  by 
January  1,  1994,  to  accumulate  total  capital  of  at  least  8  petx^nt  of  risk-weighted  assets,  or 
develop  a  plan  acceptable  to  NCUA  for  reaching  a  capital  level  consistent  with  the  provisions 
of  the  regulation.   All  of  the  corporates,  with  the  exception  of  U.S.  Central  Credit  Union,  are 
in  compliance  with  the  minimum  risk-based  capital  requirements  of  the  regulation.  U.S. 
Central  submitted  a  capital  accumulation  plan  which  the  NCUA  Board  approved  in  January 
1993.  This  plan,  the  goals  of  which  U.S.  Central  has  met,  is  being  reevaluated  as  part  of  our 
review. 

There  has  been  significant  growth  in  capital  in  corporate  credit  unions  since  the  regulation  was 
introduced.  Between  year-end  1991  and  1992,  total  GAAP  capital  (retained  earnings  and 
reserves)  in  corporates  grew  from  $671  million  to  $839  million  -  an  increase  of  more  than  25 
percent.  By  year-end  1993  GAAP  capital  was  $1.01  billion,  an  increase  of  almost  21  percent 
from  the  prior  year.  The  ratios  of  GAAP  coital  to  total  assets  increased  as  well,  although  the 
ratios  remain  low  in  comparison  to  natural  person  credit  unions  and  other  financial  institutions. 
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The  average  GAAP  capital-to-assets  ratio  was  1.5  percent  as  of  December  31,  1991,  and 
increased  to  2.1  percent  as  of  December  31,  1993. 

We  recognize  that  despite  the  success  in  increasing  capital,  the  overall  capital  level  in  the 
corporate  credit  union  system  is  low.  We  are  reviewing  existing  capital  requirements,  and  will 
soon  make  recommendations  to  the  NCUA  Board  for  regulatory  changes  to  further  strengthen 
capital.  These  reconunendations  wiU  include  minimum  GAAP  ci^ital  requirements  and 
revisions  in  our  existing  reserve  transfer  formula  to  provide  for  faster  accumulation  of 
reserves. 

CORPORATE  CREDIT  UNION  TIES  TO  LEAGUES  AND  TRADE  ASSOCIATIONS 

The  NCUA  Board  has  initiated  action  to  address  one  major  concern.  Both  the  1991  GAG 
Rqx)rt  and  the  Corporate  Study  Committee  Rqwrt  raise  concerns  about  the  relationships 
between  corporate  credit  unions  and  credit  union  leagues  or  trade  associations,  i^roximately 
half  of  the  corporate  credit  unions  are  closely  tied  to  state  leagues  through  overlapping  boards 
of  directors,  common  management,  or  both.  In  the  case  of  U.S.  Central,  while  some  broader 
rq)resentation  has  recently  been  established  at  the  board  level,  close  ties  remain.  NCUA  is 
concerned  that  financial  transactions  between  corporates  and  credit  union  related  organizations 
have  not  always  be«i  at  arms  length.  At  its  Sq)tember  meeting,  the  NCUA  Board  issued  a 
proposed  regulation  for  comment  that  would  seek  to  eliminate  undue  influence  by  leagues  and 
trade  associations  over  corporate  credit  unions. 
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The  proposed  regulation  would  require  Uiat: 

•  a  majority  of  a  coiporate's  directors,  including  the  chairman  of  the  board,  be  individuals 
who  represent  member  credit  unions  and  are  not  officers,  directors,  agents,  or  employees 
of  a  credit  union  related  organization; 

•  election  procedures  use  mail  ballots  and  meaningful  nominations  by  petition; 

•  the  chief  executive  officer  answer  solely  to  the  board  of  directors  of  the  corporate  credit 
union; 

•  employees  of  the  corporate  have  no  dual  employment  responsibilities  with  leagues  or  trade 
associations;  and 

•  membership  in  the  corporate  credit  union  not  be  conditional  upon  a  credit  union's 
affiliation  with  another  organization. 

A  copy  of  the  proposed  regulation  is  provided,  as  Attachment  I,  for  your  review. 

This  proposal  has  drawn  a  great  deal  of  criticism  from  a  small  but  vocal  segment  of  the  credit 
union  community.  An  advanced  notice  of  proposed  rule-making  on  the  interlock  regulation 
was  issued  in  ^ril.  While  a  simple  numerical  count  shows  the  majority  of  responses  were 
against  the  proposed  regulation,  I  believe  there  are  strong  levels  of  support  for  our  action  in 
the  credit  union  community. 
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Obviously  there  is  a  lot  of  emotion  surrounding  this  issue.  Actions  by  NCUA  to  alter  the 
relationships  that  currently  exist  between  corporate  credit  unions,  the  leagues  and  other 
affiliated  organizations  are  being  misjudged  by  some  as  an  attack  on  the  professionalism  and 
honesty  of  individuals  who  have  dedicated  their  lives  to  the  credit  union  movement.  No  one  at 
NCUA  questions  the  integrity  of  the  individuals  this  legiilation  will  affect.  However,  we  must 
all  realize  the  dramatic  changes  that  have  taken  place  in  the  credit  union  system,  and  in  the 
financial  markets,  since  corporate  credit  unions  were  founded.  We  must  all  realize  the 
importance  of  avoiding  conflicts  of  interest,  or  even  the  appearance  of  conflicts  of  interest, 
between  corporate  credit  unions  and  trade  associations. 

Most  corporate  credit  unions  are  not  small  and  simplistic  operations.  Corporate  credit  unions 
have  become  very  large  institutions,  and  the  services  they  provide  are  growing  more  and  more 
complex.  Natural  person  credit  unions  have  invested  a  large  portion  of  their  members' 
dqx)sits,  approximately  $34  billion,  in  corporate  credit  unions. 

The  growth  and  complexity  of  corporate  credit  unions  create  a  need  for  greater  accountability. 
Corporate  credit  unions  were  created  to  serve  their  member  credit  unions,  and  their 
management  should  be  determined  by  and  accountable  to  those  credit  unions.  I  believe 
eliminating  the  interlocking  arrangements  is  the  right  thing  to  do,  for  the  long-term  future  of 
corporate  credit  unions,  and  natural  person  credit  unions  as  well.  We  anticipate  that  the 
NCUA  Board  will  consider  taking  fmal  action  on  this  proposed  regulation  prior  to  the  end  of 
1994. 
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FOREIGN  INVESTMENTS 

A  major  reason  for  the  current  attention  focused  on  coiporate  credit  unions  was  the  investment 
of  U.S.  Central  Credit  Union  in  a  Spanish  bank,  the  Banco  Espanol  de  Credito  -  more 
commonly  known  as  Banesto.  U.S.  Central  had  $255  million  invested  in  Banesto  when,  late 
last  year,  the  institution  was  seized  by  the  Spanish  government.  The  investment  exceeded 
U.S.  Central's  primary  coital.  Subsequently,  Chairman  D' Amours  called  for  a  voluntary 
moratorium  against  any  additional  corporate  credit  union  investment  in  foreign  countries 
pending  further  review. 

The  suspension  of  new  foreign  investments  has  caused  the  level  of  outstanding  investments  in 
foreign  institutions  to  drop  substantially  (see  Attachment  II).   As  most  investments  were  very 
short-term  in  maturity,  total  foreign  investments  declined  from  $10  billion  on  December  31, 
1993,  to  the  present  level  of  under  $400  million.  The  NCUA  Board  has  not  yet  determined 
whether,  or  in  what  fashion,  foreign  investments  will  be  permitted  for  corporate  credit  unions 
in  the  future.  The  moratorium  will  remain  in  effect  until  then.  Fortunately,  U.S.  Central's 
investments  in  Banesto  have  all  fiiUy  matured  without  any  loss  being  incurred. 

rOTJATEIt  ATTTim  MORTGAGE  OBLIGATIONS  (CMOs>  AND  OTHER 
INVESTMENTS 

Another  challenge  facing  NCUA  are  CMOs  in  the  investment  portfolios  of  some  corporate 
credit  unions.  The  recent  rise  in  interest  rates  is  causing  the  average  lives  of  CMOs  to  extend 
in  duration.  We  recognize  the  potential  impact  this  could  have  on  the  corporates  with 
substantial  CMO  holdings.  Corporate  credit  unions  that  have  CMOs  which,  due  to  higher 
interest  rates,  no  longer  are  in  compliance  with  the  investment  regulations,  will  have  to  divest 
those  investments,  or  seek  NCUA  approval  to  hold  the  CMOs.  Our  coiporate  examiners  are 
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obtaining  rqx)its  firoin  the  coiporate  credit  unions  holding  CMOs  about  their  current  market 
value.  We  will  evaluate  all  requests  to  retain  investments  that  are  no  longer  in  compliance 
with  the  regulations  and  make  a  determination  based  on  safety  and  soundness. 

As  for  entering  into  investments  not  specifically  allowed  by  NCUA  regulation,  corporate  credit 
unions  must  obtain  prior  approval  irom  the  NCUA  Board.  Currently,  NCUA  has  authorized 
only  two  corporate  credit  unions,  U.S.  Central  and  Southwest  Corporate  Federal  Credit  Union 
in  Texas,  to  participate  in  derivative  activity,  limited  to  futures  and  swaps,  for  hedging 
purposes  only.  All  other  wavier  requests  have  been  placed  on  hold  pending  completion  of 
NCUA's  regulatory  review.  Corporate  credit  unions  are  not  permitted  to  engage  in  derivative 
activity  for  speculative  purposes.  As  part  of  our  review  in  the  area  of  investments,  we  are 
working  towards  establishing  more  specific  limitations  and  controls  on  this  activity. 

We  are  stressing  to  all  corporate  credit  unions  that  they  are  expected  to  manage  their 
investment  portfolios  in  such  a  marmer  as  to  ensure  compliance  with  NCUA's  regulation,  and 
safe  and  sound  investment  practices.  A  long-term  investment  must  be  suitable  for  a  corporate 
credit  union's  portfolio  for  the  long-term,  and  not  to  suit  the  needs  of  enhanced  short-term 
yield. 

NCUA  is  committed  to  allowing  corporate  credit  unions  the  tools  they  need  to  operate 
competitively  in  financial  markets,  to  provide  a  fair  return  to  their  members,  and  to  support 
the  various  essential  services  they  provide  to  natural  person  credit  unions.  Corporate  credit 
unions  should  have  the  expertise  and  internal  controls  in  place  to  adequately  manage  their 
investments.  They  should  have  systems  in  place  to  monitor  the  effect  of  maricetplace  changes 
and  demonstrate  that  their  balance  sheets  will  not  be  adversely  impacted  in  a  material  way. 
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INVESTMENTS  IN  NONFi^^  ^TTY  INSURED  CORPORATE  ntimrr  ^TTyTn|yfS 

The  Federal  Credit  Union  Act  authorizes  federal  credit  unions  to  invest  in  any  corporate  credit 
union.  There  are  currently  five  nonfederally  insured  coiporate  credit  unions,  with  assets  of 
$2.2  billion,  down  from  13  nonfederally  insured  coiporates  in  1991.  While  NCUA  has  taken 
action,  as  discussed  below,  to  cause  nonfederally  insured  corporate  credit  unions  to  follow  our 
regulation,  NCUA  lacks  direct  regulatory  and  enforcement  jurisdiction  with  respect  to 
nonfederally  insured  corporate  credit  unions.   Only  a  statutory  revision  can  correct  this 
situation.  We  support  an  amendment  to  the  Act  that  would  limit  federally  insured  credit 
unions  to  investing  only  in  federally  insured  corporate  credit  unions.  Federal  insurance 
coverage  of  all  corporates,  pursuant  to  Title  n  of  the  Federal  Credit  Union  Act,  would  provide 
NCUA  with  direct  regulatory  and  enforcement  jurisdiction  for  all  corporate  credit  unions. 

In  the  meantime,  NCUA  has  taken  action  to  address  this  concern.  First,  NCUA's  corporate 
credit  union  regulation  now  applies  to  all  federally  insured  corporate  credit  unions.  Prior  to 
1992,  the  regulation  applied  only  to  federal  corporate  credit  unions.  Second,  NCUA's  Rules 
and  Regulations  prohibit  a  natural  person  federal  credit  union  fiom  investing  in  a  nonfederally 
insured  corporate  credit  union  unless  the  corporate  operates  in  compliance  with  the  NCUA's 
regulation  and  is  examined  by  NCUA.   (This  provision  also  served  to  eliminate  the 
discrepancies  in  investment  authority  between  federal  and  state-chartered  corporate  credit 
unions.) 

THE  THRFK  TTKR  CORPORATE  rRFTUT  UNION  SYSTEM 

The  credit  union  system,  as  currently  structured,  consists  of  three  tiers.  Many  natural  person 
credit  unions  (tier  one)  invest  some  of  their  funds  in  corporate  credit  unions  (tier  two).  Many 
corporate  credit  unions  reinvest  these  funds  in  U.S.  Central  (tier  three). 
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The  Coiporate  Study  Committee  questioned  the  need  for  the  three-tier  system  and  the 
regulatory  distinctions  between  U.S.  Central  and  the  other  corporate  credit  unions.  U.S. 
Central,  which  currently  serves  only  other  corporate  credit  unions,  has  recently  announced  it 
will  seriously  consider  moving,  in  some  cases,  from  its  "third-tier"  role  to  provide  service 
directly  to  natural  person  credit  unions.  I  believe  this  development  and  NCUA's  proposed 
changes  could  potentially  lead  to  the  elimination  of  the  regulatory  distinctions  between  U.S. 
Central  and  the  other  corporates. 

If  U.S.  Central  is  placed  on  par  with  the  other  corporate  credit  unions  it  will  effectively 
eliminate  the  three-tiered  corporate  system.  U.S.  Central  will  be  required  to  reserve  and  build 
capital  equivalent  to  other  corporates.  The  Corporate  Study  Committee  indicated  its  support  of 
a  two-tiered  system.  NCUA  staff  agrees.  By  its  very  nature,  the  three-tier  system  encourages 
U.S.  Central  to  take  more  risk  and  seek  a  higher  yield  on  investments. 

OVERSIGHT  OF  CORPORATE  CBFnrr  TTNTONS 

There  has  long  been  a  need  for  a  central  unit  at  NCUA  headquarters  with  responsibility  for 
coiporate  credit  union  oversight,  examination,  and  enforcement.  As  I  noted  earlier,  oversight 
of  the  corporate  credit  union  program  was  centralized  at  NCUA  headquarters  in  1992.  In 
addition  to  establishing  the  Office  of  Corporate  Credit  Unions,  other  significant  improvements 
to  its  operation  and  structure  have  and  will  continue  to  be  made. 

NCUA  is  increasing  the  staffmg  levels  in  the  corporate  program,  including  hiring  additional 
examiners.  We  are  providing  more  training  in  the  analytical  skills  needed  to  review  complex 
investments.  The  performance  skills  of  our  current  corporate  staff  are  being  carefully 
evaluated,  and  we  plan  to  hire  additional  investment  experts  to  advise  central  office  staff  and 
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to  go  on-site  duiing  coipoiate  credit  union  examinations.  These  actions  with  regard  to  our 
coiporate  program  staff  will  ensure  we  have  the  best  quality  people  in  place  to  provide 
oversight  of  coiporate  credit  unions.  The  NCUA  Board  is  committed  to  supporting  the  Office 
of  Corporate  Credit  Unions  with  the  resources  it  requires  to  get  the  job  done. 

A  significant  issue  in  our  supervision  and  examination  of  corporate  credit  unions  is  establishing 
a  fair  and  consistent  rating  system.  We  recognize  the  CAMEL  Rating  System  for  natural 
person  credit  unions  is  not  an  ideal  tool  for  rating  corporate  credit  unions.  We  are  fine-tuning 
our  criteria  and  providing  guidance  to  the  corporate  examiners  in  the  areas  of  capital  and 
earnings.  There  is  an  ongoing  dialogue  at  NCUA  to  find  more  definitive  ways  to  rate 
corporate  credit  unions. 

As  coiporate  credit  unions  grow  and  become  more  complex,  it  is  apparent  that  we  need  a 
better  system  to  monitor  each  coiporate 's  monthly  financial  information.  For  the  past  several 
years  financial  information  has  been  obtained  on  a  monthly  basis.   Currently,  there  is  a  4S-day 
lag  time  between  the  effective  date  of  the  financial  statements  and  the  date  they  are  received  by 
NCUA.  We  are  developing  a  new  automated  reporting  system  that  will  reduce  that  time  to  20 
days.  I  anticipate  that  the  new  reporting  system  will  be  up  and  running  by  year-end. 

SUMMARY 

Mr.  Chairman,  our  new  NCUA  Chairman  is  committed  to  continued  improvement  in  NCUA's 
oversight  of  coiporate  credit  unions.  Any  threat  to  the  corporate  credit  union  system  is 
undeniably  a  threat  to  the  credit  union  system  as  a  whole.  The  NCUA  Board  has  directed  me 
to  do  whatever  is  necessary  to  ensure  the  coiporate  credit  union  program  has  the  people  and 
resources  necessary  to  do  the  best  job  possible  to  protect  the  fiinds  that  have  been  entrusted  to 
coiporate  credit  unions.  We  already  have  signiflcantly  reduced  the  foreign  investment  risks; 
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we  are  now  considering  ending  the  interlocks  between  corporate  credit  unions,  leagues,  and 
trade  associations,  and  in  the  coming  months  the  NCUA  Board  will  consider  taking  further 
action  in  the  areas  of  coital,  investments,  fields  of  membership,  lending  limits,  competition, 
and  the  monitoring  of  corporate  credit  unions. 

The  purpose  of  our  efforts  and  any  action  taken  by  the  NCUA  Board  is  to  improve  the 
operational  and  financial  condition  of  the  corporate  credit  unions,  enhance  our  supervision  and 
monitoring  of  the  corporates,  and  strengthen  the  entire  credit  union  system. 

I  qjpreciate  this  opportunity  to  provide  you  with  this  summary  of  the  current  status  of 
corporate  credit  unions  and  our  supervision  and  regulation  of  those  institutions.  At  this  time,  I 
am  glad  to  entertain  any  questions  from  the  Committee. 


12 
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ATTACHMENT  1 


PROPOSED 


September  1994 


NATIONAL  CREDIT  UNION  ADMINISTRATION 


12  CFR  PART  704 

Corporate  Credit  Unions 

Agency:  National  Credit  Union  Administration  (NCUA). 

Action:  Notice  of  Proposed  Rulemaking. 

Summary:  NCUA  is  proposing  to  amend  its  regulations  governing  corporate  credit  unions  to  reduce  the  close  ties 
between  many  corporate  credit  unions  and  credit  union  trade  associations.  NCUA  is  concerned  that  these  ties 
create  unavoidable  conflicts  of  interest  for  corporate  credit  unions. 

Dates:  Comments  must  be  postmarked  or  posted  on  NCUA's  electronic  bulletin  board  by  October  24,  1994. 

Addresses:  Send  comments  to  Becky  Baker,  Secretary  to  the  Board,  National  Credit  Union  Administration,  177S 
Duke  Street,  Alexandria,  VA  22314-3428. 

For  Further  Information  Contact:  H.  Allen  Carver,  Director,  Office  of  Corporate  Credit  Unions,  (703)  S18- 
6640,  or  Robert  M.  Fenner,  General  Counsel,  (703)  5 1 8-6540,  at  the  above  address. 

Supplementary  Information: 

A    Background 

On  April  12,  1994,  die  NCUA  Board  issued  an  advance  notice  of  proposed  rulemaking  (ANPR)  regarding 
the  relationship  between  corporate  credit  unions  and  state  leagues  and  trade  associations.  59  FR  18503,  April  19, 
1994.  The  ANPR  noted  that  approximately  half  of  the  corporate  credit  unions  are  closely  tied  to  state  leagues, 
through  integrated  boards  or  management  relationships.  In  the  case  of  U.S.  Central  Credit  Union,  six  of  nine 
board  seats  are  allotted  to  trade  association  representatives:  three  to  the  Credit  Union  National  Association 
(CUNA),  two  to  the  Association  of  Credit  Union  League  Executives,  and  one  to  the  Kansas  Credit  Union 
Association.  In  addition,  U.S.  Central's  CEO  reports  to  the  CEO  of  CUNA. 

The  ANPR  noted  that  in  1992  NCUA  acted  to  reduce  the  ties  between  corporate  credit 
unions  and  trade  associations  by  amending  Part  704  to  require  either  that  three  directors  not  be  ofTiceis,  directors, 
or  employees  of  an  affiliated  organization,  such  as  a  state  league,  or  that  the  corporate  credit  union  conduct  open 
and  independent  elections.  The  regulation  was  also  amended  to  require  recusal  for  matters  involving  personal 
pecuniary  interest  and,  when  the  amount  in  question  exceeds  5%  of  the  corporate  credit  union's  capital,  matters 
involving  the  pecuniary  interest  of  an  entity  in  which  an  official  is  interested. 

Although  the  new  regulations  have  resulted  in  greater  mdependence  for  corporate  credit  unions,  the 
leagues  and  trade  associations  still  have  considerable  influence  in  some  institutions.  The  ANPR  stated  that  NCUA 
was  considering  taking  additional  steps  to  reduce  that  influence  because  of  the  following  factors:  I)  the  increased 
scrutiny  of  financial  institutions  resulting  from  the  savings  and  loan  disaster;  2)  the  asset  growth  within  the  credit 
union  system;  3)  the  fact  that  conflicts  or  the  appearance  of  conflicts  caused  by  the  relationships  between  corporate 
credit  unions  and  trade  associations  could  threaten  the  survival  of  a  strong  and  independent  credit  union  system; 
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and  4)  the  concerns  suirounding  U.S.  Central's  investment  in  the  Banco  EspaAol  de  Credito  [Banesto],  which  was 
taken  over  by  the  Spanish  central  bank  because  of  problems  in  its  commercial  loan  portfolio. 

The  ANPR  requested  comment  on  whether  Part  704  should  be  amended  to  require  that  the  board  of 
directors  of  a  corporate  credit  union  be  independently  elected  by  its  members,  with  the  condition  that  a  majority  of 
the  board  seats  be  held  by  representatives  of  member  credit  unions,  that  all  or  a  majority  of  the  corporate  credit 
union  board  be  comprised  of  representatives  who  do  not  also  serve  on  the  board  of  a  league  or  trade  association, 
and  that  management  of  a  corporate  credit  union  report  solely  to  the  board  of  the  corporate  credit  union.  The 
ANPR  also  asked  for  comment  on  whether  classes  of  directors  at  U.S.  Central  should  be  established,  whether  the 
election  of  an  organizational  member  representative  to  a  position  in  a  corporate  credit  union  should  be  considered 
the  election  of  the  individual  or  the  organization,  and  whether  the  recusal  provision  should  be  strengthened.  The 
ANPR  noted  that  the  proposed  changes,  if  implemented,  would  affect  all  corporate  credit  unions  that  are  federally 
insured  or  accept  deposits  from  federal  credit  unions. 

The  ANPR  vfas  issued  as  part  of  the  Board's  overall  plan  regarding  the  corporate  credit  union  system.  The 
Board  will  request  comment  on  possible  changes  to  other  sections  of  the  corporate  credit  union  regulation  in  the 
near  future. 

R    Comments 

NCUA  received  400  comment  letters  in  response  to  the  ANPR,  333  from  natural  person  credit  unions,'  25 
from  corporate  credit  unions,  21  from  state  credit  union  leagues,  2  from  state  credit  union  associations,  2  fronn 
state  credit  union  "systems"  (consisting  of  a  league,  a  corporate  credit  union,  and  a  service  organization),  3  from 
national  credit  union  trade  associations,  3  from  banking  trade  associations,  3  from  state  credit  union  regulators,  5 
from  individuals,  2  from  NCUA  staff,  and  1  from  a  law  firm  on  behalf  of  several  stale  leagues  and  corporate  credit 
unions.  The  natural  person  credit  union  commenters  came  from  39  states,  but  they  were  not  evenly  distributed 
among  those  states.  Credit  unions  located  in  only  6  states  accounted  for  48%  of  the  333  comments.  Credit  unions 
located  in  12  states  accounted  for  75%  of  those  comments.  The  states  with  the  highest  number  of  natural  person 
credit  union  commenters  were:  Missouri  (37),  Colorado  (33),  South  Carolina  (23),  Virginia  (23),  New  York  (22), 
California  (20),  Georgia  (18),  Kansas  (18),  Louisiana  (18),  Texas  (14),  Iowa  (12),  and  Illinois  (11). 

Of  the  400  commenters,  115  expressed  general  support  for  the  proposed  changes,  278  expressed  general 
opposition,  and  7  commented  not  on  the  proposed  changes  but  on  a  tangential  issue.  For  a  comment  to  be 
considered  generally  supportive,  the  commenter  had  to  be  in  favor  of  a  requirement  that  all  or  a  majority  of  the 
board  be  comprised  of  representatives  who  do  not  serve  on  the  board  of  the  state  league  or  league  service 
organization.  Ahnost  universally,  commenters  who  were  in  favor  of  this  proposed  change  were  in  favor  of  all  of 
the  changes.  In  contrast,  many  commenters  who  were  considered  to  be  generally  opposed  to  the  proposed  changes 
did  not  support  the  elimination  of  integrated  boards  but  did  support  the  proposals  to  require,  for  example,  that 
elections  be  independent  or  that  management  report  to  the  board  of  the  corporate. 

Of  the  333  natural  person  credit  union  commenters,  98  generally  supported  the  proposed  changes,  230 
generally  opposed  them,  and  5  did  not  comment  directly  on  them.  Commenters  from  states  with  large  numbers  of 
commenters  tended  to  be  united  in  their  opinions,  usually  in  opposition  to  the  proposed  changes.  For  example,  36 
of  Missouri's  37  credit  union  commenters  were  opposed  to  the  proposed  changes,  as  were  32  of  Colorado's  33,  all 
of  South  Carolina's  23,  17  of  Georgia's,  Kansas's,  and  Louisiana's  18,  lOoflowa's  12,  and9ofIllinois's  U. 

Of  the  25  corporate  credit  unions  that  commented,  8  supported  the  proposed  changes,  and  17  were 
opposed  to  them.  All  of  the  21  state  leagues  that  commented  were  opposed  to  the  changes,  as  were  the  2  state 
credit  union  "systems."   The  three  national  banking  trade  associations  supported  the  changes,  as  did  one  of  the 
national  credit  union  trade  associations.  A  second  credit  union  trade  association  was  opposed  to  the  changes,  and 
the  third  commented  on  a  tangential  issue. 

Most  of  the  commenters  who  were  opposed  to  the  proposed  changes  took  the  position,  "if  it  ain't  broke, 
don't  fix  it."  They  argued  that  the  ANPR  had  provided  no  discussion  of  specific  problems  resulting  from  conflicts 
of  interest  The  commenters  stated  that  the  structure  of  corporate  credit  unions  is  not  a  safety  and  soundness  issue 
and  should  not  be  regulated  by  NCUA. 


^  Multiple  letters  from  members  or  employees  of  the  same  credit  union  were  considered  part  of  ttie  credit  union's 
comments  and  were  not  counted  separately. 
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The  commenters  who  were  in  favor  of  the  proposed  changes  expressed  concern  about  the  potential  for 
disaster  to  the  credit  union  system  if  a  loss  should  result  from  a  conflict  of  interest  in  a  corporate  credit  union. 
They  acknowledged  the  role  of  the  leagues  and  trade  associations  in  establishing  the  corporate  credit  unions,  but 
stated  that  it  was  time  for  corporate  credit  unions  to  stand  on  their  own. 

The  Board  has  determined  to  request  comment  on  specific  proposed  changes.  The  Board  remains 
concerned  that  the  ties  between  corporate  credit  unions  and  trade  associatioiu  may  threaten  the  safety  and 
soundness  of  the  entire  credit  union  system.  Those  ties  have,  in  the  past,  led  to  corporate  credit  union  resources 
being  used  to  fund  trade  association  expenses,  questionable  or  preferential  loans  to  trade  associations  and 
affiliates,  and  other  transactions  with  trade  associations  that  were  not  in  the  corporate  credit  union's  best  interest 

Commenters  did  not  dispute  the  existence  of  past  abuses.  Those  who  atldressed  the  issue  suggested, 
instead,  that  the  potential  for  further  abuses  was  properly  addressed  by  NCUA's  1992  amendments.  Issues 
currently  under  review  in  specific  cases,  however,  raise  continuing  concerns  with  respect  to  the  potential  for 
abuses.  These  issues  include  the  propriety  of  amounts  paid  by  corporate  credit  unions  to  trade  associations  for 
support  and  management  services  and  the  fairness  and  objectivity  of  business  transactions  between  corporate 
credit  unions  and  related  trade  associations. 

The  Board  acicnowledges  that  trade  association  involvement  with  corporate  credit  unions  may  have  been 
appropriate  when  the  corporate  credit  union  system  was  in  its  infancy.  At  that  time,  asset  levels  were  low,  credit 
unions  generally  operated  conservatively,  and  economic  conditions  were  more  relaxed.  The  problems  that  arose 
were  serious  but  small  enough  to  be  handled  "within  the  family." 

In  the  last  decade,  however,  the  corporate  credit  union  system  has  matured,  managing  billions  of  dollars 
and  providing  increasingly  sophisticated  services.  Furthermore,  economic  conditions  have  changed,  requiring 
corporate  credit  unions  to  act  aggressively  to  remain  competitive.  Corporate  credit  unions  have  changed  the  way 
they  do  business  Just  in  the  past  few  months;  instead  of  strictly  matching  assets  against  liabilities,  some  have 
begun  speculating  on  interest  rates— and  losing. 

The  independent  committee  which  studied  the  corporate  credit  union  system  for  six  months  also  noted 
these  changes.  In  its  July  1994  report,  the  committee  found  that  corporate  credit  unions  were  assuming  more  risk 
in  their  investment  practices  than  in  the  past,  their  activities  in  general  were  becoming  more  complex,  and  their 
credit  analysis  procedures  had  not  kept  pace  with  the  increased  volume  of  funds  flowing  into  the  system. 

As  the  activities  of  corporate  credit  unions  have  changed,  the  Board  believes  that  the  administration  of 
those  activities  must  change.  The  stakes  are  higher  than  they  were  in  the  past  and  the  margin  for  error  narrower. 
If  a  problem  arises  today,  it  is  likely  to  be  much  more  severe  than  in  the  past  and  to  be  corrected  by  the 
marketplace  rather  than  within  the  credit  union  community.  The  Board  is  not  willing  to  wait  until  there  is  a 
catastrophic  loss  to  take  action. 

The  Board  believes  that  the  credit  union  movement  of  today  requires  absolute  assurance  that  all  corporate 
credit  unions  are  directed  and  managed  by  experienced  individuals  who  are  dedicated  solely  to  the  success  of  their 
institutions.  These  individuals  must  be  able  to  understand  the  financial  marketplace  and  the  appropriate  role  of 
their  institutions  in  that  marketplace.  The  independent  committee  agreed,  recommending  that  corporate  credit 
unions:   1 )  develop  improved  procedures  to  monitor  and  evaluate  interest-rate  and  credit  risk;  2)  ensure  that 
management  personnel  understand  investment  products  as  well  as  do  the  individuals  who  market  such  prtxlucts  to 
corporate  credit  unions;  and  3)  retain  outside  advisors  who  report  directly  to  the  board  regarding  activity  involving 
derivative  instruments,  if  they  use  such  instruments. 

The  Board  believes  that  these  recommendations  cannot  be  implemented  successfully  when  a  corporate 
credit  union  is  too  closely  tied  to  a  trade  association.  The  interests  of  each  entity  are  too  often  in  conflict  The 
independent  committee  agreed,  stating  that  "the  integrated  structure  may  hinder  the  prudent  management  of  [a] 
corporate  [credit  union]."  In  response,  the  committee  recommended  that  all  corporate  credit  unions,  including 
U.S.  Central,  be  stand-alone  institutions,  independent  of  leagues  and  trade  associations. 

C.  Section-bv- Section  Analvjiis 

Section  704.2  Definitions 

The  Board  has  determined  to  replace  the  term  "affiliated  organization"  in  Section  704.12  with  the  term 
"credit  union-related  organization."  The  Board  believes  that  this  term  is  clearer  and  easier  to  apply.  "Credit 
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union-related  organization"  is  defined  in  new  paragraph  (e)  in  Section  704.12  to  be  a  credit  union  league  or  trade 
association,  an  filiate  of  a  credit  union  league  or  trade  association,  or  a  entity  operated  or  controlled  by  a  credit 
union  league,  trade  association,  or  affiliate.  Since  the  term  "afTiliated  organizations'  is  no  longer  used  in  Part  704, 
the  proposed  rule  deletes  the  first  paragraph  of  Section  704.2. 

The  Board  is  aware  that  in  some  states,  credit  unions  are  not  permitted  to  join  the  corporate  credit  union 
unless  they  belong  to  the  state  league.  The  Board  believes  that  this  practice  reflects  and  helps  perpetuate  the 
excessive  influence  of  trade  associations  in  the  operations  of  some  corporate  credit  unions.  The  Board  believes, 
further,  that  a  credit  union  should  be  able  to  obtain  financial  services  from  a  corporate  credit  union  v^thout  having 
to  support  a  league's  educational,  lobbying,  and  other  activities.  The  proposed  rule  amends  the  defmition  of 
"corporate  credit  union,"  adding  the  requirement  that  a  corporate  credit  union  may  not  condition  a  credit  union's 
eligibility  to  join  the  corporate  credit  union  on  that  credit  union's  membership  in  any  other  organization. 

Section  704.12(a)  Board  Representaion 

The  ANPR  asked  for  comment  on  whether  the  board  of  directors  of  a  corporate  credit  union  should  be 
independently  elected  by  its  members,  with  the  condition  that  a  majority  of  the  board  seats  be  held  by 
representatives  of  member  credit  unions.  It  also  asked  whether  all  or  a  majority  of  the  corporate  credit  union  board 
should  be  comprised  of  representatives  who  do  not  also  serve  on  the  board  of  the  state  league  or  league  service 
organization. 

As  noted  earlier,  virtually  all  of  the  comraenters  who  supported  the  proposed  changes  agreed  that  elections 
should  be  independent.  This  view  was  also  shared  by  a  number  of  commenters  who  generally  opposed  the 
proposed  changes.  There  was  little  direct  opposition  to  the  idea  of  independent  elections. 

The  Board  believes  that  the  time  has  come  to  give  the  voting  members  of  a  corporate  credit  union  control 
over  who  serves  on  its  board.  The  members  should  have  the  opportimity  to  nominate  and  elect  candidates 
independent  of  those  selected  by  the  nominating  committee.  Rather  than  using  the  terms  "open"  and 
"independent,"  which  are  unclear,  the  proposed  rule  requires  that  elections  be  conducted  by  mail  ballot,  witfa 
procedures  for  nominations  by  petition.  The  Board  notes  that  election  procedures  generally  are  set  forth  in  the 
bylaws  and  proposes  to  amend  the  standard  corporate  federal  credit  union  bylaws,  issued  by  the  Board  in  1983,  to 
provide  for  mail  balloting  and  nominations  by  petition.  State-chartered  corporate  credit  unions  would  be  required 
to  adopt  the  federal  bylaws  governing  elections.  The  proposed  bylaws,  which  are  set  forth  later  in  this  document, 
are  based  on  standard  bylaw  amendments  that  have  been  successfully  used  by  natural  person  federal  credit  unions 
for  a  number  of  years.  While  the  proposed  bylaws  are  self-explanatory,  the  following  chart  may  be  helpful  in 
tracking  the  timing  of  the  key  steps  in  the  nomination  and  balloting  procedures. 

TIME  TABLE  FOR  NOMINATION/ELECTION  PROCEDURE  IN  ACCORDANCE  WITH 
PROPOSED  STANDARD  BYLAW 


Board  of  directors  appoints  nominating  committee 

Nominating  committee  files  nominations  with  recording  officer 

Recording  officer  notifies  members  in  writing  of  persons 
nominated  by  nominating  committee  and  of  procedures  to  be 
followed  to  nominate  someone  by  petition 

Period  for  receiving  nominations  by  petition 

Nominations  by  petition  to  be  filed  with  recording  officer 

Recording  officer  mails  ballots  to  all  members 

Ballots  to  be  received  by  tellers  of  election 


At  least  120  days  prior  to  annual  meeting 
At  least  90  days  prior  to  annual  meeting 
At  least  75  days  prior  to  annual  meeting 

At  least  30  days  from  above  notice 
At  least  40  days  prior  to  annual  meeting 
At  least  30  days  prior  to  annual  meeting 
At  least  S  days  prior  to  annual  meeting 
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There  was  stronger  opposition  to  the  proposals  to  require  that  a  majority  of  seats  be  held  by  representatives 
of  member  credit  unions  and  that  a  majority  be  held  by  representatives  who  do  not  also  serve  on  the  board  of  the 
state  league  or  league  service  organization.  The  commenters  argued  that  the  members  of  each  corporate  should  be 
allowed  to  structure  the  board  as  they  see  fit.  They  argued  that  NCUA  regulation  in  this  area  would  violate  the 
credit  union  principle  of  democracy.  Some  commenters  stated  that  the  field  of  qualified  candidates  in  some  states 
was  too  narrow  to  support  separate  boards  for  the  league  and  the  corporate  credit  union.  The  commenters  who 
supported  the  proposal  stated  that  it  was  impossible  for  an  individual  to  represent  credit  union  members  adequately 
on  the  board  of  a  corporate  credit  union  while  also  serving  on  the  board  of  a  league. 

The  Board  is  not  persuaded  by  the  objections  to  the  proposed  changes,  believing  that  corporate  credit 
unions  should  be  controlled  by  the  credit  unions  they  were  chartered  to  serve.  The  Board  also  believes  that,  even 
in  states  with  fewer  credit  unions,  there  are  sufficient  qualified  candidates  to  support  separate  boards  for  the  league 
and  the  corporate  credit  union.  Accordingly,  the  proposed  rule  requires  that  at  least  a  majority  of  a  corporate 
credit  union's  directors  be  individuals  who  represent  member  credit  unions  and  who  are  not  officers,  directors,  or 
employees  of  a  credit  union-related  organization.  Recognizing  the  power  the  chair  of  an  organization  has,  the 
proposed  rule  requires  that  the  individual  serving  as  chair  of  the  board  of  directors  be  included  in  that  majority. 
The  proposed  rule  also  provides,  for  purposes  of  meeting  the  required  majority,  that  no  individual  from  a  member 
credit  union  can  serve  as  a  director  of  a  corporate  credit  union  if  another  individual  from  that  member  credit  union 
serves  as  an  officer,  director,  or  employee  of  a  credit  union-related  organization. 

To  illustrate,  assume  a  hypothetical  corporate  credit  union  (HCCC)  with  a  five-member  board.  Under 
proposed  Section  704.12(aXl),  at  least  three  board  members  of  HCCC  must  be  individuals  who  represent  member 
credit  unions  of  HCCC  (credit  unions  A,  B,  and  C).  The  three  directors  could  not  also  serve,  for  example,  as 
directors  of  a  state  league,  a  national  trade  association,  or  a  CUSO  operated  by  a  league  because  those  entities  are 
"credit  union-related  organizations"  as  defined  in  new  Section  701.12(e).  They  could,  however,  serve  as  directors 
of  a  CUSO  operated  or  controlled  by  HCCC  member  credit  unions.  Under  Section  704.12(a)(3),  a  representative 
of  credit  union  B  could  not  serve  as  a  director  of  HCCC  If  another  individual  from  credit  union  B  is  serving  as  an 
officer,  director,  agent,  or  employee  of  a  league  or  other  credit  union-related  organization. 

The  ANPR  asked  whether  classes  of  directors  should  be  established  at  U.S.  Central  in  order  to  ensure 
representation  by  natural  person  credit  unions  and  others  broadly  representative  of  the  public  interest.  The 
commenters  generally  were  not  in  favor  of  establishing  classes  of  directors  at  U.S.  Central;  several  noted  that  the 
credit  union  has  classes  of  directors  now.  Many  commenters  who  were  opposed  to  prohibiting  interlocking  boards 
for  corporates  in  general  were  in  favor  of  some  action  to  reduce  trade  association  influence  at  U.S.  Central.  At  this 
time,  the  Board  is  not  convinced  that  it  is  necessary  to  establish  classes  of  directors  in  order  to  ensure  broader 
representation  at  U.S.  Central.  The  Board  believes  that  compliance  with  the  requirements  set  forth  in  proposed 
Section  704. 12(a)  will  be  sufficient  Further  comment,  however,  is  welcome  on  this  issue. 

Also,  while  not  proposed  at  this  time,  the  Board  requests  comment  on  whether  there  should  be  a 
requirement  that  all  of  the  directors  of  a  corporate  credit  union  be  individuals  who  are  not  officers,  directors,  or 
employees  of  a  credit-union  related  organization. 

Section  704. 12(b)  Representatives  of  Organizational  Members 

An  "organizational  member"  of  a  corporate  credit  union  is  a  member  that  is  not  a  natural  person,  such  as  a 
credit  union  or  service  organization.  The  ANPR  asked  whether  the  election  of  an  organizational  member 
representative  to  a  position  in  a  corporate  credit  union  should  be  considered  the  election  of  the  individual  or  the 
organization.  The  vast  majority  of  commenters  who  supported  the  proposed  changes  stated  that  it  should  be 
considered  the  election  of  the  individual,  with  vacancies  being  filled  by  the  board  of  directors  of  the  corporate 
credit  union  according  to  the  bylaws  of  the  corporate  credit  union.  Most  of  these  commenters  stated,  however,  that 
since  it  is  the  organization  that  is  the  member,  if  the  individual  leaves  that  organization,  he  or  she  should  be 
removed  from  the  corporate  credit  union  board.  They  stated,  fiirthermore,  that  an  organization  should  be  able  to 
remove  its  representative  if  it  chooses  to,  although  it  does  not  have  the  right  to  replace  that  individual  with 
someone  else.  The  commenters  who  were  opposed  to  the  proposed  changes  stated  that  this  was  a  matter  that 
should  be  left  to  each  corporate  credit  union  to  determine. 

An  organizational  member's  representative  is  elected  to  the  corporate  credit  union  board  based  on  his  or 
her  unique  qualifications.  The  Board  believes  that  permitting  the  organization  to  replace  that  representative  with 
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someone  else  would  compromise  the  integrity  of  the  election  process.  Therefore,  the  proposed  rule  provides  that  if 
an  individual  ceases  to  be  the  representative  of  an  organization  for  any  reason,  including,  but  not  limited  to,  death, 
departure  from  the  organization,  or  withdrawal  of  designation  by  the  organization,  his  or  her  seat  is  declared 
vacant  and  is  filled  by  the  corporate  credit  union  board  in  accordance  with  the  bylaws.  In  filling  the  seat,  the 
requirements  of  proposed  Section  704.12(a)  would  have  to  be  maintained. 

The  Board  notes  that  the  term  "member  credit  union  or  affiliated  non-credit  union  member"  in  present 
Section  704.12(b)  has  been  replaced  in  proposed  Section  704.12(bXI)  by  the  term  "organizational  member."  As 
noted  above,  an  "organizational  member"  is  a  member  that  is  not  a  natural  person.  In  addition  to  being  clearer,  the 
term  is  more  comprehensive  than  "member  credit  union  or  affiliated  non-credit  union  member,"  as  it  includes  non- 
credit  union  members  who  may  not  be  affiliated  with  credit  unions. 

Section  704.12(c)  Recusal  Provision 

The  ANPR  asked  whether  the  regulations  should  require  recusal  for  all  matters  involving  the  pecuniary 
interest  of  an  organization  in  which  a  corporate  official  is  interested,  rather  than  just  matters  where  the  amount  in 
question  exceeds  5%  of  the  corporate's  capital.  Most  of  the  commenters  who  supported  the  proposed  changes 
favored  a  stronger  recusal  provision,  as  did  a  few  of  the  commenters  who  were  opposed  to  the  changes.  Some  of 
the  latter  suggested  that  rather  than  eliminating  the  threshold  amount  entirely,  NCUA  should  consider  lowering  it 
Most  of  the  commenters  who  were  opposed  to  the  changes  stated  that  the  current  regulation  was  appropriate, 
although  a  few  said  it  was  too  broad  and  that  simply  disclosing  conflicts  should  be  sufficient 

The  Board  believes  that  a  healthy  and  independent  credit  union  movement  depends,  in  part,  on  preventing 
even  the  appearance  of  conflicts  of  interest.  The  Board  further  believes  that  a  strong  recusal  provision  is  necessary 
to  achieve  this  goal.  In  light  of  the  increased  scrutiny  of  financial  institutions,  there  is  no  justification  for  allowing 
individuals  who  are  interested  in  a  matter  from  deliberating  upon  or  deciding  that  matter,  no  matter  how  small. 
Further,  given  the  proposed  changes  in  board  representation  requirements,  full  recusal  does  not  present  the  same 
practical  problems  as  does  the  present  rule.  Therefore,  the  proposed  rule  does  not  contain  a  threshold  below  which 
matters  can  be  considered  by  an  interested  individual. 

Under  the  recusal  provision,  an  individual  who  is  interested  in  a  matter  may  not  discuss  the  matter  with 
anyone  in  the  credit  union  at  any  time.  He  or  she  may  not  provide  an  opinion  on  the  matter  and  must  leave  the 
room  or  area  where  the  matter  is  being  discussed.  Of  course,  he  or  she  may  not  vote  on  the  matter. 

The  proposed  rule  provides  a  definition  of  "interested,"  substitutes  "entity"  for  "corporation,  partnership, 
or  association,"  and  clarifies  that  the  recusal  provision  docs  not  apply  to  general  policy  making  regarding 
dividends,  loan  rates,  and  fees  for  services.  It  also  deletes  paragraph  (cX5),  as  no  longer  necessary. 

Section  704.12(d)  Administration 

The  ANPR  asked  whether  the  management  of  a  corporate  credit  union  should  be  required  to  report  solely 
to  its  board.  Again,  most  of  the  commenters  who  supported  the  proposed  changes  favored  the  proposal,  as  did 
some  who  were  opposed  to  them.  Most  of  those  who  were  opposed  said  that  the  issue  should  be  determined  by 
each  corporate  credit  union.  Some  of  those  who  were  opposed  commented  on  the  statement  in  the  ANPR  that  the 
practice  of  the  manager  of  one  entity  reporting  to  another  entity  violates  fimdamental  principles  of  general 
corporate  law.  These  commenters  argued  that  the  statement  was  incorrect,  stating  that  the  board  of  a  corporation 
may  delegate  all  or  a  portion  of  its  management  functions.  The  Board  notes  that  the  commenters  may  have 
misunderstood  the  statement,  which  was  meant  simply  to  affirm  the  principle  that  the  board  of  a  corporation  is 
ultimately  responsible  for  the  actions  of  the  corporation. 

The  Board  believes  it  is  essential  that  corporate  credit  unions  adhere  to  this  principle  of  board 
responsibility.  To  that  end,  the  proposed  rule  sets  forth  the  authority  of  the  board  and  management  of  a  corporate 
credit  union  and  requires  that  management  report  solely  to  the  board.  The  Board  wishes  to  stress,  again,  that  this 
requirement  is  meant  simply  to  make  it  clear  that  the  board  is  ultimately  responsible  for  the  operation  of  the 
corporate  credit  union.  To  fiirther  ensure  that  a  corporate  credit  union  is  controlled  by  its  board  and  not  by  another 
entity,  the  proposed  rule  provides  that  no  management  official  or  other  employee  of  a  corporate  credit  union  may 
be  employed  by  or  serve  as  an  official  of  any  other  credit  union-related  organization. 
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Section  704.12(e)  Credit  CMion-Related  Organization 

As  previously  explained,  the  proposed  rule  defines  "credit  union-related  organization"  to  be  a  credit  union 
league  or  trade  association,  an  affiliate  of  a  credit  union  league  or  trade  association,  or  a  entity  operated  or 
controlled  by  a  credit  union  league,  trade  association,  or  affiliate. 

D.  Applicability  to  State-Chartered  Corporate  Credit  Unions 

The  ANPR  noted  that  Part  704  applies  to  all  federally  insured  corporate  credit  unions  and  that  non- 
federally  insured  corporate  credit  unions  must  agree  to  comply  with  it  as  a  condition  of  receiving  ftmds  from 
natural  person  federal  credit  unions.  Several  commenters  objected  to  applying  the  proposed  changes  to  sute- 
chartered  corporate  credit  unions,  stating  that  it  was  a  violation  of  state  rights  and  outside  NCUA's  authority. 

The  Board  rejects  these  arguments,  noting  that  NCUA  has  the  statutory  authority:  1 )  to  regulate  federally 
insured  corporate  credit  unions  to  protect  the  NCUSIF;  and  2)  to  esUblish  investment  standards  (set  forth  in  Part 
703),  based  on  safety  and  soundness,  for  natural  person  federal  credit  unions. 

E.  Effective  Date 

The  Board  is  considering  a  delayed  effective  date  of  up  to  one  year,  in  order  to  give  corporate  credit 
unions  ample  time  to  comply  with  any  new  regulations. 

F.  Regulatory  Procedures 

Regulatory  Flexibility  Act 

The  NCUA  Board  certifies  that  the  proposed  rule,  if  made  final,  will  not  have  a  significant  economic 
impact  on  small  credit  unions  (those  under  SI  million  in  assets).  The  rule  applies  only  to  corporate  credit  unions, 
all  of  which  have  assets  well  in  excess  of  $1  million.  Accordingly,  the  NCUA  Board  has  determined  that  a 
Regulatory  Flexibility  Analysis  is  not  required. 

P<^rwork  Reduction  Act 

The  proposed  rule  does  not  impose  any  paperwork  requirements. 

Executive  Order  12612 

Executive  Order  1 26 1 2  requires  NCUA  to  consider  the  effect  of  its  actions  on  state  interests.  It  states, 
"Federal  action  limiting  the  policy-making  discretion  of  the  states  should  be  taken  only  where  constitutional 
authority  for  the  action  is  clear  and  certain,  and  the  national  activity  is  necessitated  by  the  presence  of  a  problem  of 
national  scope."  There  is  no  question  of  NCUA's  constitutional  authority  to  regulate  federally  insured  corporate 
credit  unions  to  protect  the  NCUSIF.  The  risk  of  loss  to  federally  insured  credit  unions  and  the  NCUSIF  caused  by 
actions  of  corporate  credit  unions  are  concerns  of  national  scope.  The  proposed  rule  will  help  establish  that  NCUA 
has  the  proper  tools  to  ensure  the  safety  and  soundness  of  corporate  credit  unions. 

The  rule  applies  to  all  federally  insured  corporate  credit  unions,  including  those  that  are  state-chartered. 
State-chartered  corporate  credit  unions  enjoy  the  same  benefits  provided  by  the  NCUSIF  as  do  federally  chartered 
corporate  credit  unions.  The  benefits  are  provided  through  a  federal  system,  the  responsibility  for  which  lies  with 
the  NCUA  Board.  The  Board  believes  that  those  who  benefit  from  the  system  should  bear  its  burdens  equally. 
The  rule  also  applies,  indirectly,  to  non  federally  insured  state-chartered  corporate  credit  unions,  which,  pursuant 
to  12  CFR  Part  703.  must  comply  with  the  nile  in  order  to  receive  fiinds  from  federally  chartered  credit  unions. 
The  proposed  rule  does  not  impose  additional  costs  or  burdens  on  the  states  or  affect  the  states'  ability  to  discharge 
traditional  state  government  functions. 

The  Board  has  determined,  pursuant  to  Executive  Order  1 26 1 2,  that  the  proposed  rule  may  have  an 
occasional  direct  effect  on  the  states,  on  the  relationship  between  the  national  government  and  the  states,  or  on  the 
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distribution  of  power  and  responsibilities  among  the  various  levels  of  government.  Further,  the  proposed 
amendments  may  supersede  provisions  of  state  law  or  regulation  concerning  federally  insured  state-chartered 
corporate  credit  unions. 

List  of  Subjects  in  12  CFR  Part  704 

Credit  unions.  Reporting  and  record  keeping  requirements. 

By  the  National  Credit  Union  Administration  Board  on  .yOU^KiMf-i    ii>,rm 
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Becky  Baker, 
Secretary  of  the  Board 

For  the  reasons  set  forth  in  the  preamble,  12  CFR  part  704  and  the  Corporate  Federal  Credit  Union  Bylaws  are 
proposed  to  be  amended  as  follows: 

Part  704-Corponite  Credit  Unions 

1 .  The  authority  citation  for  part  704  continues  to  read  as  follows: 
Authority:  12U.S.C.  1762,  1766(a),  1781,  and  1789. 

2.  Section  704.2  is  amended  by  deleting  the  first  paragraph  and  amending  the  ninth  paragraph  to  read  as 
follows: 

"Corporate  ci«dit  union"  means  a  credit  union  that  ( 1 )  is  operated  primarily  for  the  purpose  of  serving 
other  credit  unions;  (2)  is  designated  by  the  National  Credit  Union  Administration  as  a  corporate  credit  union:  (3) 
limits  natural  person  members  to  the  minimum  required  by  state  or  federal  law  to  charter  and  operate  the  credit 
union;  and  (4)  does  not  condition  the  eligibility  of  any  credit  union  to  become  a  member  on  that  credit  union's 
membership  in  any  other  organization. 

3.  Section  704. 1 2  is  amended  by  revising  paragraphs  (a),  (b),  (cX  1 ).  (cX2),  and  (cX4),  deleting  paragraph 
(cX5),  and  adding  paragraph  (d),  to  read  as  follows: 

§  704.12  Representation. 

(a)  Board  Representation. 

The  board  shall  be  determined  as  stipulated  in  the  standard  corporate  federal  credit  union  bylaws,  provided 
that: 

(1)  at  least  a  majority  of  directors,  including  the  chair  of  the  board,  are  individuals  who  represent  member 
credit  unions  and  are  not  ofTicers,  directors,  agents,  or  employees  of  a  credit  union-related  organization; 

(2)  elections  are  conducted  by  mail  ballot,  with  procedures  for  nominations  by  petition;  and 

(3)  for  purposes  of  meeting  the  majority  representation  requirement  of  paragraph  (aXl)  of  this  section,  no 
individual  from  a  member  credit  union  can  serve  as  a  director  if  another  individual  from  that  credit  union  serves  as 
an  officer,  director,  agent,  or  employee  of  a  credit  union-related  organization. 
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(b)  Representatives  of  Organizational  Members. 

(1)  An  organizational  member  of  a  corporate  credit  union  may  appoint  one  of  its  members  or  officials  as  a 
representative  to  the  corporate  credit  union.  The  representative  shall  be  empowered  to  attend  membership 
meetings,  to  vote,  and  to  stand  for  election  on  behalf  of  the  member.  No  individual  may  serve  as  the 
representative  of  more  than  one  organizational  member  in  the  same  corporate  credit  union. 

(2)  Any  vacancy  on  the  board  of  a  corporate  credit  union  caused  by  a  representative  being  unable  to 
complete  his  or  her  term  shall  be  filled  by  the  board  of  the  corporate  credit  union  according  to  the  bylaws. 

(c)  Recusal  Provision. 

(1)  No  director,  committee  member,  officer,  agent,  or  employee  of  a  corporate  credit  union  shall  in  any 
manner,  directly  or  indirectly,  participate  in  the  deliberation  upon  or  the  determination  of  any  question  affecting 
his  or  her  pecuniary  interest  or  the  pecuniary  interest  of  any  entity  (other  than  the  corporate  credit  union)  in  which 
he  or  she  is  interested,  except  if  the  matter  involves  general  policy  regarding  setting  dividend  or  loan  rates  or  fees 
for  services. 

(2)  An  individual  is  "interested"  in  an  entity  if  he  or  she:  (i)  serves  as  a  director,  officer,  agent,  or 
employee  of  the  entity;  (ii)  has  a  business,  ownership,  or  deposit  relationship  with  the  entity;  or  (iii)  has  a 
business,  financial,  or  familial  relationship  with  an  individual  who  has  a  pecuniary  interest  in  the  entity. 

(3)  • 

(4)  In  the  event  of  the  disqualification  of  any  committee  member  by  operation  of  paragraphs  ( 1 )  or  (2)  of 
this  provision,  the  remaining  qualified  committee  members,  if  constituting  a  quoriim  with  the  disqualified 
comminee  members,  may  exercise,  by  majority  vote,  all  the  powers  of  the  committee  with  respect  to  the  matter 
under  consideration.  Where  all  of  the  comminee  members  are  disqualified,  the  matter  shall  be  decided  by  the 
board  of  directors. 

(d)  Administration. 

( 1 )  A  corporate  credit  union  shall  be  under  the  direction  and  control  of  its  board  of  directors.  While  the 
board  may  delegate  the  performance  of  administrative  duties,  the  board  is  not  relieved  of  its  responsibility  for  their 
performance.  The  board  may  employ  a  management  official  who  shall  have  such  authority  and  such  powers  as 
delegated  by  the  board  to  conduct  business  from  day  to  day.  Such  management  official  must  answer  solely  to  the 
board  of  the  corporate  credit  union. 

(2)  No  management  official,  agent,  or  employee  of  a  corporate  credit  union  may  be  a  management 
official,  agent,  or  employee  of  a  credit  union-related  organization. 

(e)  Credit  Union-Related  Organization 

A  "credit  union-related  organization"  means:  (1)  a  credit  union  league;  (2)  a  credit  union  trade 
association;  (3)  an  affiliate  of  a  credit  union  league  or  trade  association;  or  (4)  an  entity  operated  or  controlled  by  a 
credit  union  league,  credit  union  trade  association,  or  affiliate  of  a  credit  union  league  or  trade  association. 

4.  The  document  entitled  "Corporate  Federal  Credit  Union  Bylaws"  is  amended  by  revising  Article  fV, 
Section  2,  and  Article  V,  Sections  1  and  2,  and  adding  Sections  4  and  S  to  Article  V,  to  read  as  follows: 

[Note:  The  following  ruling  will  not  appear  in  the  Code  of  Federal  Regulations.] 

Article  IV.    Meetings  of  Members. 
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Section  2.  At  least  75  days  before  the  date  of  any  annual  meeting  or  10  days  before  the  date  of  any  special 
meeting  of  the  members,  the  recording  officer  shall  cause  written  notice  to  be  mailed  to  each  member  at  the 
address  that  appears  on  the  records  of  this  credit  union.  Such  notice  shall  state  the  date,  time,  and  location  of  the 
meeting  and  such  other  information  as  the  board  of  directors  shall  determine  consistent  with  these  bylaws.  The 
written  notice  for  the  annual  meeting  shall  advise  the  members  of  the  deadlines  for  elections.  Any  meeting  of  the 
members,  whether  annual  or  special,  may  be  held  without  prior  notice,  at  any  time  or  place,  if  all  members  entitled 
to  vote  and  who  are  not  present  at  such  meeting  shall,  in  writing,  waive  notice  thereof  before,  during,  or  after  such 
meeting. 


Article  V.     Elections 

.^^tion  1.  At  least  120  days  prior  to  each  annual  meeting  the  board  of  directors  shall  appoint  a  nominating 
committee  of  not  fewer  than  three  from  among  the  members.  It  shall  be  the  duty  of  the  nominating  committee  to 
nominate  at  least  one  eligible  candidate  for  each  vacancy,  including  any  unexpired-term  vacancy,  for  which 
elections  are  being  held,  and  to  determine  that  the  candidates  nominated  are  agreeable  to  the  placing  of  their  names 
in  nomination  and  will  accept  office  if  elected.  The  nominating  committee  shall  file  its  nominations  with  the 
recording  officer  at  least  90  days  prior  to  the  aimual  meeting,  and  the  recording  officer  shall  notify  in  writing  all 
members  eligible  to  vote  at  least  75  days  prior  to  the  annual  meeting  that  nominations  for  vacancies  may  also  be 
made  by  petition  signed  by  5  percent  of  the  members  with  a  minimum  of  5  and  a  maximum  of  100. 

The  written  notice  shall  indicate  that  the  election  will  not  be  conducted  by  ballot  and  there  will  be  no 
nominations  from  the  floor  when  there  is  only  one  nominee  for  each  position  to  be  filled.  A  brief  statement  of 
qualifications  and  biographical  data  in  such  form  as  shall  be  approved  by  the  board  of  directors  will  be  included 
for  each  nominee  submitted  by  the  nominating  committee  with  the  written  notice  to  all  eligible  members.  Each 
nominee  by  petition  shall  submit  a  similar  statement  of  qualifications  and  biographical  data  with  the  petition.  The 
written  notice  shall  state  the  closing  dale  fcr  receiving  nominations  by  petition.  The  period  for  receiving 
nominations  by  petition  shall,  in  all  cases,  extend  at  least  30  days  fixjm  the  date  the  petition  requirement  and  the 
list  of  nominating  committee  nominees  are  mailed  to  all  members.  To  be  effective,  such  nominations  shall  be 
accompanied  by  a  signed  certificate  from  the  nominee  or  nominees  stating  that  they  are  agreeable  to  nomination 
and  will  serve  if  elected  to  office.  Such  nominations  shall  be  filed  with  the  recording  officer  at  least  40  days  prior 
to  the  annual  meeting. 

In  carrying  out  their  responsibilities,  the  nominating  committee  and  board  of  directors  must  ensure  that  the 
requirements  of  12  CFR  §704. 1 2(a)  are  satisfied. 

Section  2.  All  elections  shall  be  determined  by  plurality  vote  and  shall  be  by  mail  ballot  except  where 
there  is  only  one  nominee  for  each  position  to  be  filled.  Nominations  shall  not  be  made  from  the  floor  unless 
sufficient  nominations  have  not  been  made  by  the  nominating  committee  or  by  petition  to  provide  for  one  nominee 
for  each  position  to  be  filled  or  circumstances  prevent  the  candidacy  of  the  one  nominee  for  a  position  to  be  filled. 
Only  those  positions  without  a  nominee  shall  be  subject  to  nominations  from  the  floor.  In  the  event  nominations 
from  the  floor,  when  permitted  herein,  result  in  more  than  one  nominee  for  a  position  to  be  filled,  and  when 
nominations  have  been  closed,  tellers  shall  be  appointed  by  the  board  of  directors,  ballots  shall  be  distributed,  the 
vote  shall  be  taken  and  tallied  by  the  tellers,  and  the  results  armounced.  When  only  one  member  is  nominated  for 
each  position  to  be  filled,  the  chair  may  take  a  voice  vote  or  declare  each  nominee  elected  by  general  consent  or 
acclamation  at  the  annual  meeting. 
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Section  4.  Except  as  provided  in  Section  2  of  this  article,  ail  elections  shall  be  by  mail  ballot,  subject  to 
the  following  conditions: 

(a)  The  tellers  of  election  shall  be  appointed  by  the  board  of  directors; 

(b)  Sufficient  nominations  having  been  made  by  the  nominating  committee  or  by  petition  to  provide  more 
than  one  nominee  for  any  position  to  be  filled,  the  recording  officer  shall,  at  least  30  days  prior  to  the  annual 
meeting,  cause  printed  ballots  to  be  mailed  to  all  members  eligible  to  vote; 

(c)  The  recording  officer  shall  cause  the  following  materials  to  be  mailed  to  each  eligible  voter: 

(1)  One  ballot,  clearly  identified  as  such,  on  which  the  names  of  the  candidates  for  the  board  of 
directors  and  the  candidates  for  other  separately  identified  offices  or  conmiittees  shall  have  been  printed  in  order 
as  determined  by  the  draw  of  lots.  The  name  of  each  candidate  shall  be  followed  by  a  brief  statement  of 
qualifications  and  biographical  data  in  such  form  as  shall  be  approved  by  the  board  of  directors; 

(2)  One  envelope  clearly  marked  with  instructions  that  the  completed  ballot  shall  be  placed 
therein  and  the  envelope  sealed; 

(3)  One  identification  form  to  be  completed  so  as  to  include  the  name,  address,  signature,  and 
credit  union  account  number  of  the  voter, 

(4)  One  mailing  envelope  in  which  the  voter,  pursuant  to  instructions  provided,  shall  insert  the 
sealed  ballot  envelope  and  the  identification  form,  and  which  shall  have  been  postage  prepaid  and  pre  addressed 
for  return  to  the  tellers  of  election; 

(5)  When  properly  designed,  one  form  can  be  printed  that  represents  a  combined 
ballot/identification  form,  and  postage  prepaid  and  pre  addressed  return  envelope; 

(d)  It  shall  be  the  duty  of  the  tellers  of  election  to  verify,  or  cause  to  be  verified,  the  name  and  account 
number  of  the  credit  union  appearing  on  the  identification  form;  to  place  the  verified  identification  form  and  the 
sealed  ballot  envelope  in  separate  places  of  safekeeping  pending  the  count  of  the  vote;  and,  in  the  case  of  a 
questionable  or  challenged  identification  form,  to  retain  the  identification  form  and  sealed  ballot  envelope  together 
until  the  verification  or  challenge  has  been  resolved; 

(e)  Ballots  mailed  to  the  tellers  of  election  must  be  received  by  the  tellers  no  later  than  midnight  S  days 
prior  to  the  date  of  the  aimual  meeting; 

(f)  Voting  shall  be  closed  at  the  midnight  deadline  specified  in  subsection  (e)  hereof  and  the  vote  shall  be 
tallied  by  the  tellers  of  election.  The  result  shall  be  verified  at  the  annual  meeting,  and  the  board  of  directors  shall 
make  public  the  result  of  the  vote  at  the  annual  meeting. 


11 


81 


ATTACHMENT! 


M 

.S    E 

♦*    > 

M      B 

.£      B 

E    » 


0}    » 

B    a 

•MB  (B 


1^ 

s 
s 

CM 
4» 

s 

a 
in 

CM 

1 

CM 
CM 

o 

CM 

CO 

s 

CO 

4» 

a 
a 

CM 

s 
s 

as 

a 

o 
eo 

s 

eo 

CO 

CO 

CM 
4» 

C9 

UJ 

S 

CO 

lU 

s 

a' 

eo 

CM 

tn 

o 

a 

o 
eo 

o 

o 
o 
eo 

eo 

1 

o 
o 

CM 

o 
o 

a 
o 
a 

IT) 
CM 

a 

CM 

in 

9 

s 

a 

tM 
CM 

o 
a 

CM 

O 
CM 

4» 

CO 

a 

CO 

CO 

tz 

CO 

s 

a 

o 

U5 

r* 

CM 
4» 

a, 
eo 

§ 

CM 
U3 

o 

s 

in 

CM 

s 

a' 

s 

o 

CO 
CM 

o 

03 
CO 

4» 

C9 

s 

Ik 

UJ 

S 

CO 

lU 

s 

o 

CO 

o 

a 

s 

CO 

s 

* 

csT 

CO 

o 

OS 

in 
a 

4» 

UJ 

CL 
CJ 

1 

CO 

& 

a 
S 

CO 

Ss 

e 
,e 

e 

3 
CJ 

e- 

e 
u 

CO 

1 

•s 
1 

CJ 

1 

CJ 

s 

CJ 

1 

CJ 

e 
g 

3 

§ 

82 


GAO 


United  States  General  Accounting  Office 


Testimony 

Before  the  Committee  on  Banking,  Finance  and  Urban  Affairs 
House  of  Representatives 


For  Release  on  Delivery 
Expected  at 
10:00  a.m.,  EDT 
on  Thursday 
October  6,  1994 


CORPORATE  CREDIT 
UNIONS: 


Condition,  Issues,  and 
Concerns 


Statement  of  Thomas  J.  McCool 

Associate  Director,  Financial  Institutions  and  Markets  Issues 

General  Government  Division 


GAO/T.GGD-9S-15 


83 


CORPORATE  CREDIT  UNIONS; 
Condition,  Issues,  and  Concerns 


Sununaxy  of  Statement  by 
Thomas  J.  McCool 
Associate  Director 
Financial  Institutions  and  Markets  Issues 


Thousands  of  insured  credit  unions  have  placed  about  $30  billion 
--a  substantial  part  of  their  unloaned  deposlts--in  the  44 
corporate  credit  unions  for  investment  purposes.   This 
concentration  of  credit  union  assets  represents  a  large  potential 
risk  to  the  Insurance  Fund,  so  the  safe  and  sound  operation  of 
corporates  is  a  necessity.   If  the  investment  products  offered  by 
corporates  are  safe  and  sound,  then  small  credit  unions  and 
others  who  use  them,  should  not  need  as  much  investment  expertise 
to  manage  their  portfolios. 

Similarly,  the  42  corporates  have  forwarded  a  substantial  portion 
of  their  funds  to  U.S.  Central  Credit  Union  for  investments. 
This  further  concentration  of  Industry  assets  means  that  the 
safety  and  soundness  of  U.S.  Central  is  also  crucial  to  the 
Insurance  Fund.   The  structure  of  corporates  and  U.S.  Central  is 
also  designed  to  provide  liquidity  loans  to  credit  unions,  but 
there  has  been  little  need  for  this  service  in  recent  years. 

The  capital  of  the  corporates  and  U.S.  Central  has  Improved 
significantly  in  the  past  few  years  through  retained  earnings. 
However,  the  rapid  growth  of  corporates  and  U.S.  Central  in  the 
early  1990s  leveled  off  in  1993,  partly  because  of  increased  loan 
demand  by  member  credit  union  customers  and  partly  because  credit 
unions  are  investing  more  of  their  funds  directly  in  the  market. 
Extension  of  federal  insurance  to  seven  corporates  and  to  U.S. 
Central  since  1991  has  Improved  the  National  Credit  Union 
Administration  (NCUA)  enforcement  authority.   However,  five  other 
corporates  are  still  not  federally  Insured  and  thus  are  not 
subject  to  NCUA  enforcement. 

GAO  discusses  four  potential  Issues  that  warrant  consideration 
including:   the  risk-based  capital  system.  Interlocks  between  the 
boards  of  corporates  and  trade  associations,  NCUA  oversight,  and 
the  importance  of  corporates  to  small  credit  unions. 
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Mr.  Chairman: 


It  is  a  pleasure  to  appear  again  before  the  Committee  to  continue 
our  discussion  of  the  credit  union  Industry  and  Its  regulator, 
the  National  Credit  Union  Administration  (NCUA).   As  you 
requested,  our  statement  addresses  Issues  regarding  the  44 
corporate  credit  unions,  which  we  refer  to  simply  as  corporates, 
and  U.S.  Central  Credit  Union.   We  highlight  the  combined 
financial  condition  of  these  institutions,  their  Investment 
policies  and  practices,  and  current  issues  they  are  facing.   We 
conclude  with  our  views  about  potential  problems  that  could 
affect  the  financial  health  of  the  corporates,  the  credit  union 
Industry,  and  the  National  Credit  Union  Share  Insurance  Fund 
(Insurance  Fund). 

Corporate  credit  unions  are  nonprofit  cooperatives  that  are  owned 
by  their  respective  member  credit  unions.'  They  serve  only 
these  credit  unions,  providing  liquidity  loans,  investment 
products,  and  other  operational  services  such  as  share  draft 
(i.e.,  check)  processing.   Similarly,  U.S.  Central  is  a  nonprofit 
cooperative  that  is  owned  by  42  corporates  and  serves  them  in 
similar  ways  that  the  44  corporates  serve  credit  unions. 

In  our  1991  report,  we  emphasized  the  important  role  corporates 
play  in  the  credit  union  industry.^  Currently,  they  hold  about 
10  percent  of  the  total  assets  of  their  member  credit  unions  for 
investment  purposes.   Similarly,  as  of  June  30,  1994,  nearly  42 
percent  of  the  combined  assets  of  the  44  corporates  were  Invested 
in  U.S.  Central.   These  concentrations  of  investments  by 
federally  insured  credit  unions  make  safe  operation  of  the 
corporates  and  U.S.  Central  crucial  to  the  credit  unions  that 
invest  in  them. 

While  we  talk  about  the  corporates  as  a  group,  we  should  bear  in 
mind  that  their  financial  condition  varies.^  We  have  not  tried 
to  assess  the  safety  and  soundness  of  corporates  either  as  a 
group  or  individually.   The  data  used  in  preparing  our  testimony 
was  obtained  from  NCUA.   We  have  not  Independently  verified  the 
data. 


'A  credit  union  is  a  not-for-profit  cooperative  association  that 
offers  a  variety  of  financial  services.   Its  member/owners  have  a 
"common  bond,"  such  as  working  for  the  same  employer,  which  is 
specifically  defined  in  credit  union's  charter. 

'Credit  Unions;   Reforms  For  Ensuring  Future  Soundness.  (GAO/GGD- 
91-85,  July  10,  1991)  . 

'one  very  small  corporate,  with  $73.8  million  in  total  assets, 
was  placed  into  conservatorship  by  NCUA  last  month,  although  NCUA 
expects  this  event  will  not  have  serious  effects  on  the  Insurance 
Fund.   We  have  no  evidence  that  any  of  the  other  corporates  is 
financially  troubled  at  this  time. 
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Reported  Financial  Condition  of  the  44  Corporates 

As  of  June  30,  1994,  the  unaudited  combined  financial  statements 
of  the  44  corporates,  excluding  U.S.  Central,  showed  total  assets 
of  $41.8  billion  of  which  92  percent  were  in  the  form  of 
investments.   These  investments  were  primarily  funded  by  deposits 
of  member  credit  unions.   However,  member  credit  unions  have 
borrowed  only  about  $1  billion  from  their  corporates.   Thus, 
credit  unions  are  now  looking  to  their  corporates  primarily  for 
investment  services  rather  than  for  credit. 

The  proportion  of  credit  union  funds  placed  in  the  44  corporates 
for  investments  has  declined.   At  year  end  1990,  35.2  percent  of 
total  credit  union  investments  were  placed  in  corporates, 
declining  to  26.2  percent  as  of  June  30,  1994.   Nevertheless, 
since  credit  union  shares  grew  rapidly  during  that  period,  the 
amount  of  credit  union  assets  placed  in  corporates  grew  from 
$21.8  billion  in  1990  to  $30.3  billion  in  1994.   The  amount 
invested  in  corporates  reached  a  year-end  peak  of  $34.5  billion 
in  1992.   In  part,  the  decrease  since  that  time  reflects 
increased  customer  loan  demand  resulting  in  fewer  deposits 
available  for  other  investments.   However,  it  also  appears  to 
reflect  a  decision  by  many  credit  unions  to  invest  their  funds 
directly  rather  than  through  their  corporates. 

The  combined  annual  net  income  of  the  44  corporates  has  grown 
each  year  from  1990  to  1993,  and  was  $146  million  in  1993. 
Unaudited  statements  for  the  first  half  of  1994  showed  a  $64 
million  net  income.   This  income  growth  has  added  significantly 
to  corporate  capital.   Our  1991  report  noted  that  the  capital  of 
the  corporates  was  low  compared  to  other  credit  unions  and 
financial  institutions,  and  that  special  NCUA  regulations  that 
were  intended  to  increase  corporate  capital  had,  to  that  point, 
been  ineffective.   Since  year-end  1990,  that  condition  has 
improved,  although  it  is  still  true  that  nearly  all  corporates 
are  highly  leveraged  institutions.   Between  year-end  1990  and 
June  30,  1994,  corporate  capital  increased  from  $413  million  to 
$939  million,  and  the  ratio  of  this  capital  to  total  assets 
improved  from  1.34  percent  to  2.25  percent.   Even  so,  as  of  July 
31,  1994,  six  corporates  reported  capital  ratios  of  less  than  2 
percent,  and  1.52  percent  was  the  lowest  ratio  among  them. 

Capital  of  the  corporates  has  been  further  augmented  by  a  new 
class  of  investments  that  member  credit  unions  have  made  in  the 
corporates.   These  investments  are  called  membership  capital 
share  deposits  (MCSD) .   MCSDs  are  subordinated  to  other  claims  on 
corporates,  and  their  withdrawal  is  somewhat  restricted.   In 
NCUA's  view,  these  features  allow  MCSDs  to  be  considered  as 
secondary  capital  for  corporates.   MCSDs  totaled  $775  million  as 
of  June  30,  1994,  and  their  inclusion  as  capital  would  result  in 
a  combined  total  capital-to-asset  ratio  of  4.05  percent. 
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In  our  1991  report,  we  said  that  MCSDs  should  be  seen  as  a 
positive  step  in  improving  corporate  capital,  but  only  as  an 
interim  measure.   They  are  clearly  not  equivalent  to  primary 
capital.   Our  concern  had  been  and  still  remains  that  even  though 
they  are  subordinated  obligations  if  a  corporate  should  fail, 
they  can  nevertheless  be  withdrawn  over  a  12-month  period  if  the 
corporate  is  operating. 

Corporates  are  reporting  that  they  generally  continue  to  invest 
in  relatively  high-quality  securities,  but  they  may  be  taking 
more  interest-rate  risk.   For  example,  between  1990  and  1993, 
investments  in  collateralized  mortgage  obligations  (CMO)  and 
similar  securities  more  than  doubled,  from  $4.8  billion  to  $10.2 
billion.   As  we  noted  in  last  week's  testimony,*  it  is  difficult 
to  assess  interest  rate  risk  based  on  call  report  data  because 
the  data  are  not  sufficiently  detailed  to  permit  more  than  a 
rough  approximation  of  the  match  or  mismatch  of  corporate  assets 
and  liabilities.   As  of  June  30,  1994,  the  corporates  appeared  to 
be  very  liquid,  with  79  percent  of  investments  maturing  or 
repricing  in  less  than  one  year.   Call  report  data  also  show  that 
78  percent  of  corporate  savings  savings  mature  in  less  than  one 
year.   On  the  surface,  this  indicates  that  assets  and  liabilities 
for  the  corporates  as  a  group  are  closely  matched.   However, 
because  the  data  are  not  sufficiently  detailed,  this  apparent 
match  could  conceal  problems. 

NCUA  has  tried  to  address  interest-rate  risk  in  investments  like 
CMOS.   The  Federal  Financial  Institutions  Examination  Council  in 
its  April  15,  1994,  revised  policy  statement  on  securities 
activities,  noted  that  credit  unions  can  hold  high-risk  mortgage 
securities  only  under  very  limited  circumstances.   While  we  have 
not  reviewed  the  particulars  of  NCUA's  program,  which  applies  to 
corporates  and  natural  person  credit  unions,  this  conservative 
approach  seems  appropriate,  especially  for  the  highly  leveraged 
corporates . 

At  this  time,  only  one  corporate,  in  addition  to  U.S.  Central,  is 
permitted  by  NCUA  to  engage  in  derivatives  transactions.   An  NCUA 
official  told  us  that  this  corporate 's  derivative  transactions 
are  strictly  confined  to  hedging  interest-rate  risk. 

Condition  of  U.S.  Central 

As  of  June  30,  1994,  the  unaudited  statements  of  U.S.  Central 
showed  total  assets  of  $19.8  billion.   This  represented  a  28 
percent  decline  from  total  assets  of  $27.6  billion  on  December 
31,  1993.   However,  this  decline  is  not  as  significant  as  it 
might  at  first  appear,  because  the  year-end  closing  balance  of 


^Credit  Unions;   Both  Industry  and  Insurance  Fund  Appear 
Financially  Sound.  (GAO/T-GGD-94-142,  Sept.  29,1994). 
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total  assets  was  not  representative  of  U.S.  Central's  size  on  an 
average  basis.   The  daily  average  balance  of  U.S.  Central's  total 
assets  for  December  1993  was  $19.6  billion,  and  decreased  to 
$18.1  billion  for  June  1994. 

Still,  there  has  been  a  declining  trend  in  the  use  of  U.S. 
Central  by  its  42  member  corporates.   In  its  1993  annual  report, 
U.S.  Central  stated  that  on  a  year-to-date  basis,  average  daily 
share  account  balances  had  decreased  from  approximately  $26 
billion  in  1992  to  approximately  $24  billion.   U.S.  Central 
attributed  this  decline  to  increased  loan  demand  at  the  credit 
union  level,  in  addition  to  the  trend  toward  direct  investing  by 
the  member  corporates . 

Until  the  first  half  of  1994,  U.S.  Central's  annual  net  income 
had  grown  gradually  but  steadily  from  $18.1  million  in  1990  to 
$27.8  million  in  1993.  We  have  been  advised  by  NCUA  that  U.S. 
Central's  capital  declined  by  about  $2  million,  or  1  percent,  for 
the  first  6  months  of  1994.  NCUA  said  this  was  due  to  a  $10.5 
million  write-down  in  the  value  of  certain  investments  that  were 
marked  to  their  market  value. 

U.S.  Central  has  historically  been  allowed  by  NCUA  to  maintain 
capital  at  a  level  well  below  that  of  the  other  corporates.   As 
of  June  30,  1994,  its  capital  was  $201  million,  or  about  1.01 
percent  of  assets,  and  at  year-end  1993  it  was  only  0.73  percent 
of  assets.   NCUA's  justification  for  accepting  this  low  ratio  has 
been  based  on  two  points.   First,  from  the  standpoint  of  member 
credit  unions,  any  portion  of  the  investment  they  make  in  their 
corporate  that  is,  in  turn,  passed  on  to  U.S.  Central  for 
investment  would  be  protected  by  the  capital  of  the  corporate 
plus  the  capital  of  U.S.  Central.   Because  of  this  procedure,  we 
agree  it  is  reasonable  to  require  less  capital  in  U.S.  Central 
than  is  required  of  the  corporate.   This  does,  however,  assume 
that  the  risk  of  the  investment  made  by  U.S.  Central  on  behalf  of 
the  corporate  is  not  materially  different  from  the  risk  if  the 
corporate  itself  had  made  the  investment. 

Second,  NCUA  has  accepted  a  lower  capital  level  because  U.S. 
Central's  investment  policies  have  been  very  conservative.   At 
the  time  of  our  1991  report,  we  agreed  with  NCUA's 
characterization  of  U.S.  Central's  investment  policies.   Now, 
however,  there  are  indications  that  U.S.  Central  may  in  recent 
years  have  been  making  riskier  investments  than  was  previously 
the  case.   One  indication  is  that  the  NCUA  Board  waived,  in  U.S. 
Central's  case,  certain  standard  restrictions  on  corporate 
investment  activities.   For  example,  in  1993  U.S.  Central  was 
permitted  to  invest  in  lower-rated  securities  than  other 
corporates  and  was  exempted  from  the  divesture  requirements  for 
certain  investments.   And,  the  well-publicized  U.S.  Central 
investment  in  Banco  Espanol  de  Credito  was  one  that  we  believe 
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would  not  have  been  consistent  with  U.S.  Central's  policies  4 
years  ago. 

Importance  of  U.S.  Central  to  Small  Corporates 

U.S.  Central's  investment  services  are  important  to  many 
corporates,  especially  the  smaller  ones.   As  of  June  30,  1994,  23 
corporates  had  at  least  85  percent  of  their  total  Investments  in 
accounts  at  U.S.  Central  and  10  more  had  over  50  percent  of  total 
investments  there. 

As  Investment  management  increases  in  complexity,  small 
corporates  in  general  may  not  will  have  the  resources  to  develop 
full-fledged  investment  staffs  of  their  own.   Therefore,  it  seems 
sensible  for  them  to  be  able  to  rely  on  the  services  of  U.S. 
Central.   This  reliance,  however,  adds  more  weight  to  the  need 
for  U.S.  Central  to  be  a  safe  and  sound  investment  manager. 

Increased  Coverage  of  Corporates 
By  the  Insurance  Fund 

In  our  1991  report  we  noted  that  12  corporates,  in  addition  to 
U.S.  central,  were  not  covered  by  the  Insurance  Fund.   Since  that 
time,  seven  of  them  have  become  federally  insured.^  As  of  June 
30,  1994,  these  corporates  reported  total  assets  of  about  $3.4 
billion.   Only  5  corporates  remain  without  federal  insurance. 
They  are  headquartered  in  Missouri,  Montana,  New  Jersey,  North 
Dakota,  and  Wisconsin.   They  reported  about  $2.1  billion  in 
assets  in  mid- 1994.   We  have  insufficient  evidence  to  judge  the 
safety  or  soundness  of  any  of  these  institutions.   And,  as  our 
report  stated,  each  of  them  agrees  to  abide  by  NCUA's  rules  and 
regulations  for  federally  insured  corporates.   On  September  29, 
we  reiterated  our  recommendation  that  all  corporates  should  be 
federally  insured.   We  believe  this  is  needed  because  NCUA  does 
not  have  enforcement  powers  over  these  five  institutions  that  are 
not  federally  Insured. 

POTENTIAL  ISSUES 

We  have  been  asked  for  our  views  on  potential  problems  of  the 
corporates  and  U.S.  Central.   We  identified  four  potential  Issues 
that  warrant  consideration: 

--  the  risk-based  capital  system, 

--  interlocks  between  the  boards  of  corporates  and  trade 
associations. 


^hese  corporates  are  headquartered  in  Massachusetts,  West 
Virginia,  Kansas,  Idaho,  Washington,  Tennessee,  and  Michigan. 
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—  NCUA  oversight,  and 

—  the  importance  of  corporates  to  small  credit  unions. 

Risk-Based  Capital  System 

We  have  long  favored  tailoring  the  capital  requirements  for  a 
depository  institution  to  the  risks  that  it  takes.   In  our  1991 
report,  we  recommended  that  NCUA  institute  a  risk-based  capital 
system  for  corporates.®  Since  our  report,  NCUA  has  implemented 
such  a  risked-based  capital  system  for  corporates,  although  there 
is  no  risk-based  capital  system  in  place  for  natural  person 
credit  unions. 

NCUA's  system  for  measuring  the  capital  adequacy  of  corporates  is 
similar  to  the  system  applied  to  banks  by  the  Federal  Deposit 
Insurance  Corporation  Improvement  Act  of  1991.   Simply  stated, 
less  capital  is  required  to  support  assets  that  have  less  credit 
risk,  that  is  risk  that  borrowers  will  not  repay.   The  risk 
weights  used  in  NCUA's  system  generally  follow  the  weights 
promulgated  for  banks  under  the  so-called  Basle  Accords.'  The 
risk  weights  that  NCUA  applies  range  from  100  percent,  for 
example,  on  commercial  paper  to  zero  percent  for  presumably  risk- 
free  assets  such  as  U.S.  government  securities.   However,  NCUA's 
capital  standards  differs  from  the  bank  standards  in  that  they  do 
not  include  a  second  minimum  capital  requirement,  referred  to  as 
leverage,  that  relates  capital  to  total  assets. 

Several  aspects  of  NCUA's  capital  standards  pose  potential  issues 
for  consideration.   Our  questions  in  this  regard  are  not  audit 
findings,  for  we  have  not  conducted  the  audits  required  to  make 
such  findings.   Nevertheless,  we  believe  the  committee  should  be 
aware  of  them. 

First,  NCUA's  system  specifies  minimum  levels  of  primary  and 
secondary  capital  based  on  risk-adjusted  assets  only;  there  is  no 
requirement  for  a  minimum  level  of  capital  to  total  assets  or 
leverage  ratio.   Minimum  capital  levels  would  provide  additional 
protection  because  the  present  system  does  not  take  into  account 
interest-rate  or  management  risk.   Omitting  interest-rate  risk 
can  give  corporates  an  incentive  to  invest  in  the  highest 


®The  eight  recommendations  on  corporates  that  we  made  in  our  1991 
report  are  listed  in  appendix  I. 

'Risk  weighting  is  a  procedure  that  reduces  the  amount  of  capital 
required  if  the  type  of  asset  has  lower  credit  risk.   For 
example,  if  an  asset  is  deemed  to  be  half  as  risky  as  the  normal 
risk  assets,  only  50  percent  of  the  amount  of  that  asset  is 
counted  as  part  of  the  total  risk  assets  that  need  capital 
support . 
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yielding  security  within  any  risk-weighted  group,  and  that 
security  may  carry  more  interest  rate  risk.   For  example,  the 
NCUA  regulation  specifies  a  20  percent  risk  weight  for 
collateralized  fixed-rate  CMOs  maturing  in  3  years  and  the  same 
20  percent  risk  weight  for  short  term  collateralized  repurchase 
agreements.   The  former  has  substantially  more  interest-rate  risk 
than  the  latter.   NCUA  is  aware  of  this  problem.   It  requires 
both  credit  unions  and  corporates  to  test  for  interest-rate  risk 
in  such  investments  as  CMOs,  and  its  procedures,  if  followed, 
should  help  to  identify  problems  caused  by  changes  in  market 
interest  rates.  However,  this  would  not  fully  compensate  for  the 
failure  of  the  risk-based  capital  system  to  require  capital 
needed  because  of  this  risk. 

Second,  NCUA's  system,  like  the  Basle  Accords,  does  not  address 
the  issue  of  management  risk.   A  corporate  could  invest  almost 
exclusively  in  assets  that  are  weighted  at  zero  credit  risk,  and 
thus  be  required  to  maintain  practically  no  capital  at  all. 
Obviously,  this  would  be  unsafe  and  unsound  since  it  would  not 
allow  for  the  possibility  of  management  mistakes.   A  fixed 
minimum  leverage  ratio  for  corporates  would  better  ensure  that 
every  corporate  has  at  least  some  capital  as  a  cushion  against 
management  failures. 

The  two  concerns  with  the  corporate  capital  standard  previously 
mentioned  can  be  addressed  by  the  same  type  of  minimum  capital 
standard  that  applies  to  banks,  the  leverage  ratio.   There  are 
three  additional  potential  issues  that  apply  to  corporate  credit 
unions  only.   First,  NCUA's  corporate  capital  standard  counts 
membership  capital  share  deposits  (MCSD)  as  secondary  capital. 
We  question  the  wisdom  of  this  position  because  of  the  way  MCSDs 
are  presently  structured.   Specifically,  we  believe  that  the 
minimum  12  month  notice  required  for  withdrawal  of  MCSDs  is  not 
enough  time  and  the  period  should  be  lengthened.   If  a 
corporate 's  condition  deteriorates,  the  12  month  withdrawal 
provision  could  destabilize  the  corporate  before  it  had  time  to 
recover.   We  recognize  that  credit  unions  might  want  to  withdraw 
these  deposits  on  shorter  notice  in  order  to  meet  loan  demand. 
This  issue  could  be  addressed  by  providing  that  NCUA  could 
approve  early  withdrawals  if  they  would  not  have  a  material 
adverse  effect  on  the  corporate 's  condition.   In  addition,  NCUA 
could  provide  for  the  gradual  release  of  these  deposits  as  the 
primary  capital  of  each  corporate  accumulates. 

Second,  NCUA's  minimum  risk-weighted  capital  standards  as  they 
are  now  written  could  conceivably  allow  corporates  to  actually 
reduce  the  levels  of  capital  they  now  hold.   For  example,  NCUA 
data  showed  that  all  corporates  met  both  minimum  standards  in  the 
regulation--a  4  percent  primary  capital  ratio  and  an  8  percent 
total  capital  ratio--calculated  on  a  risk-weighted  basis. 
Moreover,  many  corporates  exceed  these  requirements  by  a  wide 
margin.   This  implies  that  they  could  reduce  their  capital  and 
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still  be  in  compliance  with  NCUA's  current  requirements.   If  a 
minimum  leverage  ratio  were  introduced,  it  could  set  a  more 
effective  floor  under  corporate  capital  to  reduce  the  potential 
for  this  reduction. 

Third,  for  those  corporates  that  do  not  have  enough  capital, 
NCUA's  requirements  for  additions  to  capital  are  at  rates  that 
seem  low.   NCUA  has  requirements  for  monthly  additions  to  capital 
at  five  different  rates  depending  on  the  level  of  the  corporate 's 
capital  at  the  time  (see  table  1).   Additions  continue  until  a 
corporate  achieves  the  appropriate  risk  adjusted  ratios.'  As  of 
July  1994,  26  of  the  44  corporates  were  subject  to  any 
requirement  for  adding  to  capital.   The  7  corporates  with  the 
lowest  capital  ratios  were  being  required  to  add  to  reserves  at 
an  annual  rate  of  only  15  basis  points  times  their  average 
assets.   At  that  rate  of  reserving,  it  would  take  about  7  years 
for  a  corporate  to  raise  its  ratio  of  primary  capital  to 
unweighted  assets  by  one  percentage  point.   Thus,  if  a  corporate 
is  not  adequately  capitalized,  we  question  whether  NCUA's 
regulation  can  address  that  condition  quickly  enough. 


*These  are  more  than  12  percent  for  primary  capital  and  more  than 
18  percent  for  total  capital. 
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Table  1;   Required  Per  Annum  Rates  of  Transfers  to  Capital; 
Distribution  of  44  Corporates  Among  6  Categories,  for  the  months 
of  January.  April,  and  July  1994. 


Number  of  corporates* 

Category 

Jan.  94 

Apr.  94 

July  94 

Annual  rate  of 
transfer" 

1 

0 

0 

0 

25  basis 
points 

2 

1 

1 

0 

20  1 

3 

8 

7 

7 

15 

4 

14 

16 

9 

10 

5 

10 

8 

10 

5 

6 

11 

12 

18 

ol 

Note:   U.S.  Central  is  excluded  from  this  table. 

"Corporates  are  categorized  in  accordance  with  their  levels  of 
risk-adjusted  capital  ratios. 

•^The  dollar  amount  required  to  be  transferred  to  reserves  is 
calculated  monthly.   The  average  daily  assets  (with  certain 
exclusions)  times  basis  points  (hundredths  of  1  percent)  in  the 
appropriate  category,  times  number  of  days  in  the  period,  divided 
by  365. 

Source:   NCUA  Rules  and  Regulations  (Sec.  704.11)  and  NCUA 
information. 


Another  recommendation  from  our  1991  report  pertains  to  limiting 
loans  or  investments  in  a  single  obligor  to  1  percent  of  the 
corporate 's  total  assets.   NCUA  has  not  changed  its  position  that 
a  5  percent  of  assets  limit  is  satisfactory  for  investments,  but 
is  now  considering  ways  to  reduce  the  limit  on  loans  or  to 
require  collateral  in  some  cases.   Our  position  has  not  changed. 
We  believe  the  need  for  lower  exposure  limits  may  be  reinforced 
by  the  fact  that  NCUA's  risk-based  capital  system  has  no  minimum 
requirement  for  primary  capital  compared  to  assets  that  are  not 
adjusted  for  risk. 
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Interlocks  Between  the  Boards  of 
Corporates  and  Trade  Associations 

Historically,  there  have  been  close  ties  between  corporates  and 
their  related  trade  associations.   These  trade  associations  are 
generally  referred  to  as  credit  union  leagues.   Most  leagues  are 
organized  on  a  state-by-state  basis,  as  are  most  corporates.   In 
the  case  of  U.S.  Central,  the  related  entity  is  the  Credit  Union 
National  Association.   Our  1991  report  noted  that  these 
interrelationships  were  a  cause  for  concern.   We  said,  "NCUA  has 
recognized  that  corporates'  relationships  with  leagues  can  create 
difficulties...   We  were  told  by  some  NCUA  regional  directors 
that  corporate  credit  union  loans  to  leagues  and  their  affiliates 
continued  to  be  an  'overriding  concern'  and  that  there  should  be 
a  ban  on  financial  transactions  between  corporates  and  leagues 
and  their  affiliates."   Our  report  contained  no  recommendations 
on  this  issue.   However,  we  agreed  with  NCUA's  proposed  efforts 
at  the  time  to  avoid  or  reduce  the  possible  conflicts  of  Interest 
that  could  arise  in  this  respect. 

On  September  16,  1994,  the  NCUA  Board  proposed  a  new  rule  that 
would  reduce  the  permissable  extent  of  these  ties.   The  rule, 
among  other  things,  requires  that  the  chairperson  and  a  majority 
of  the  corporate 's  directors  be  individuals  who  represent  member 
credit  unions  none  of  whose  individual  members  may  be  officers, 
directors,  or  employees  of  a  credit-union-related  organization 
such  as  a  trade  association.   The  Board  stated  that  there  are 
cases  currently  under  review  that  raise  concerns  with  respect  to 
possible  abuses.   Because  of  the  fact  that  corporate-related 
organizations  such  as  leagues  can  continue  to  have  substantial 
representation  on  any  corporate  board,  we  consider  the  proposal 
to  be  appropriate  but  minimal  in  terms  of  avoiding  potential 
conflicts  of  interest. 

We  note  that  NCUA  requested  comment  on  the  possibility  of  a  much 
stricter  alternative:   that  the  prohibition  against  dual  service 
on  a  corporate  board  and  official  connection  to  a  trade 
association  should  apply  to  all  directors  of  a  corporate.   If  in 
fact  the  NCUA  board  finds  actual  cases  of  abuse,  and  if  it 
believes  that  abuses  might  continue  to  occur  even  under  the  newly 
proposed  rule,  it  would  have  a  strong  case  for  adopting  this 
outright  prohibition. 

NCUA  Faces  Added  Supervisory  Challenges 

Like  all  federal  financial  regulators,  NCUA  has  been  trying  to 
keep  up  with  the  increasing  complexity  of  financial  markets. 
Advances  in  technology  and  in  the  complexity  of  financial 
transactions  will  continue  to  test  the  supervisory  staff.   New 
laws  and  regulations  increase  the  burden  on  credit  unions  and 
corporates  and  increase  the  workload  of  NCUA  examiners  and 
headquarters  staff  as  well. 

10 


94 


Because  of  the  concentration  of  credit  union  investments  in  their 
corporates,  NCUA  has  a  special  interest  in  the  safety  and 
soundness  of  corporates.   This  interest  flows  primarily  from 
NCUA's  need  to  protect  the  Insurance  Fund.   Indeed,  NCUA  appears 
to  have  given  increased  priority  and  visibility  to  the 
supervision  of  corporates,  as  is  demonstrated  by  the  recent 
creation  of  a  separate  office  for  corporates'  supervision 
reporting  directly  to  the  NCUA  Board,  as  well  as  the  independent 
study  of  corporates  that  was  undertaken, 

NCUA  is  actively  considering  expanding  the  fields  of  membership 
for  all  corporates.   The  result  could  be  an  increase  in 
competition  among  the  corporates.   Thus,  NCUA  would  need  to  have 
policies  and  staff  in  place  that  will  help  realize  the  benefits 
of  competition,  such  as  reduced  servicing  costs,  while  minimizing 
potential  risks. 

One  remaining  recommendation  from  our  1991  report  is  the  need  for 
better  and  more  timely  information  from  the  corporates.   While 
improvements  have  been  made,  it  is  still  not  possible  to  measure 
the  extent  of  interest-rate  risks  that  corporates  may  be  taking 
on  very  large  credit  exposures.   Also,  NCUA's  receipt  of  the 
monthly  corporate  call  reports  is  not  timely,  although  we  have 
been  told  that  this  delay  will  be  reduced  in  the  near  future. 

Corporate  Services  to  Small  Credit  Unions 

Because  small  credit  unions  place  a  substantial  proportion  of 
their  investments  in  corporates,  the  safety  and  soundness  of 
corporates  are  particularly  important  to  this  segment  of  the 
industry.   On  September  29,  we  noted  that  credit  unions  kept 
about  26  percent  of  their  investments  in  their  respective 
corporates  as  of  June  30,  1994.   However,  this  statistic  does  not 
reveal  the  relatively  great  importance  of  corporates  to  small 
credit  unions.   Despite  industry  consolidation,  small  credit 
unions  abound.   8,116  or  67  percent  of  all  insured  credit  unions 
had  less  than  $10  million  in  total  assets  at  that  time.   On 
average  43.9  percent  of  their  total  investments  were  in  their 
corporates.   And,  on  average,  they  had  1.7  full  time  employees 
(see  table  2) . 

Small  credit  unions  continue  an  historical  tradition  of 
volunteer,  nonprofessional  management  and  part-time  clerical  and 
accounting  support.   Because  most  of  them  lack  financial 
expertise,  small  credit  unions  have  relied  heavily  on  their 
respective  corporates  for  investment  and  liquidity  services.   We 
believe  these  services  should  include  objective  and  informed 
advice  about  all  investment  products.   In  addition,  because  of 
the  equity  commitment  that  a  credit  union  makes  to  its  corporate 
(the  membership  capital  share  deposit)  it  is  in  the  interest  of 
protecting  the  Insurance  Fund  that  corporates  need  to  pursue  a 
low-risk  investment  policy.   Higher  risk  investments  are 
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abundantly  available  elsewhere,  but  a  small  credit  union  should 
be  entitled  to  safe  investments  in  its  corporates. 


Table  2;   Selected  Statistics  for  Small  Credit 
Unions  as  of  June  30.  1994 


Asset  size  of 
credit  union 

Under  $2 
million 

$2  million  to 
$10  million 

Total  of  small 
credit  unions 

Number  of 
credit  unions 

3,848 

4,268 

8,116 

Number  of 
members' 

1,945,426 

7,441,709 

9,387,135 

Total  assets 
(billions) 

$3,229 

$21,357 

$24,586 

Total 

investments 

(billions) 

$1,208 

$8,579 

$9,787 

Investments 
in  corporates 
(billions) 

$0,595 

$3,704 

$4,299 

Percent 
invested  in 
corporates 

49.3% 

43.2% 

43.9% 

Full  time 
staff 

2,399 

11,380 

13,779 

Average  staff 
per  credit 
union 

0.60 

2.7 

1.7 

Source:   Data  calculated  from  financial  and  statistical  reports 
provided  by  NCUA. 

'Number  of  members  as  of  December  31,  1993. 
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CONCLUSIONS 

The  investment  portfolios  of  the  corporates  as  a  group  appear  to 
have  changed  in  the  years  since  our  study.   Investments  in 
federal  funds  have  dropped  sharply  while  holdings  of  CMOs  and 
similar  securities  now  comprise  an  important  share  of  total 
investments.   Also,  the  average  maturity  of  investments  has 
increased  somewhat.   These  changes  may  well  have  increased 
interest-rate  risk.   Increased  risk  taking  by  corporates  could  be 
an  issue  that  bears  watching.   The  improved  but  still  low 
capitalization  of  corporates  and  the  high  concentration  of  member 
credit  union  investments  in  the  corporates  argues  against 
corporates  taking  on  much  more  risk. 

At  this  time,  some  of  NCUA's  established  policies  regarding  the 
corporates  and  U.S.  Central  are  being  revisited.   For  example, 
one  important  issue  is  whether  corporates  should  be  allowed  to 
expand  their  fields  of  membership  and  thus  to  compete  with  each 
other  nationwide.   There  are  potential  benefits  from  such 
competition  as  well  as  risks.   If  this  is  adopted,  it  would  be 
essential  that  NCUA  have  policies  and  staff  in  place  that  ensure 
that  the  benefits  are  achieved  and  the  risks  to  the  Insurance 
Fund  are  minimized. 

Another  potential  issue  for  consideration  involves  the 
availability  of  services  to  small  credit  unions.   These 
institutions,  with  their  voluntary  leadership  and  limited  full 
time  staffs,  cannot  be  expected  to  have  the  professional 
competence  in  all  the  areas  that  even  the  smallest  banks  must 
have.   Yet,  they  have  the  highest  proportion  of  their  portfolios 
invested  in  their  corporates.   Thus,  we  believe  that  the  smallest 
credit  unions  have  a  great  need  for  corporates,  especially  to 
provide  investment  services. 


This  completes  our  statement.   We  would  be  pleased  to  answer  any 
questions  you  may  have. 
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Ordering  Information 

The  first  copy  of  each  GAO  report  and  testimony  is  free. 
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Mr.  Chairman  and  members  of  the  Committee,  I  welcome  this  opportvmity 
to  speak  to  you  this  morning.  Our  committee  members,  Drs.  William  F.  Ford  and 
Albert  E.  DePrince,  Jr.  of  Middle  Tennessee  State  Uiuversity,  Dr.  James  R. 
Kudlinski  of  Overland  Park,  Kansas  and  Dr.  Robert  L.  Schweitzer  of  the 
University  of  Delaware  were  charged  by  the  National  Credit  Union 
Administration  with  the  resporwibility  of  evaluating  the  investment  behavior  and 
risk-taking  of  the  corporate  credit  union  network  (CCUN).  In  addition  to 
recommendations  concerning  investment  behavior  and  risk-taking,  our  findings 
are  also  relevant  to  regulatory  oversight  and  corporate  governance.  Those  finds 
and  recommendations  are  as  follows. 

1.  Finding 

•  Corporate  credit  unions  (corporates)  including  U.S.  Central  Corporate 
Credit  Union  are  assuming  more  risk  in  their  investment  practices  and  in  their 
portfolios  than  in  the  past. 

Recommendations 

•  Improved  procedures  to  monitor  and  evaluate  the  risk-taking  or 
exploiting  interest  rate  risk  to  achieve  higher  investment  yields  need  to  be 
implemented  by  the  CCUN  and  be  morutored  closely  by  NCUA. 

•  Additional  and  better  trained  corporate  examiners  are  needed  to 
properly  morutor  the  CCUN.  They  should  be  adequately  compensated  to  attract 
and  maintain  high  quality  staff. 

2.  Finding 

•  CCUN  investment  activities  are  becoming  more  complex  and  likely  will 
continue  to  become  increasingly  complex  in  the  future. 

Recommendations 

•  Management  personnel  in  the  CCUN  must  be  as  adept  in 
understanding  investment  products  including  derivative  instruments  as  are 
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those  individuals  at  investment  banking  firms  that  market  such  products  to  the 
CCUN.  NCUA  should  carefully  evaluate  the  qualifications  of  maiuigement 
personnel  in  the  CCUN: 

•  NCUA  should  require  that  all  corporates  that  utilize  derivatives  retain 
outside  independent  advisors  who  report  directly  to  the  boards  of  directors 
regarding  derivative  activity. 

•  Additional  corporate  examiners  that  specialize  in  derivatives  are 
needed.  The  NCUA  should  employ  a  seiuor  level  derivatives  sp>ecialist  to  keep 
the  examiners  and  staff  ii\formed  on  derivative  activity. 

•  In  order  to  keep  current  on  the  latest  developments  in  derivatives, 
NCUA  should  retain  a  consulting  relationship  with  academic  experts  whose 
primary  area  of  expertise  is  in  derivatives. 

3.  Finding 

•  Primary  capital  levels  in  the  CCUN  are,  on  average,  inadequate. 
Recommendations 

•  NCUA  should  establish  stronger  capital  standards  for  corporates  and 
especially  for  U.  S.  Central  to  meet  both  the  primary  and  risk-based  capital 
requirements  set  by  NCUA.  An  adjustment  period  of  2-3  years  is  recommended 
to  allow  the  adoption  of  these  standards  by  the  CCUN. 

•  Given  the  uniqueness  of  credit  imion  structure,  NCUA  should  consider 
the  inclusion  of  a  certain  percent  of  member  capital  shares  as  primary  capital 
when  it  introduces  the  more  stringent  capital  standard  if  such  shares  are  truly  at 
risk  from  the  point  of  view  of  the  credit  unions  that  purchase  them.  These  shares 
will  be  redeemable  only  with  the  concurrence  of  NCUA. 

•  The  ciurent  practice  of  defining  the  maximum  allowable  exposure  to 
one  borrower  as  a  percent  of  corporate  assets  should  be  discontinued.  It  should 
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be  replaced  with  a  new  miiumum  asset  diversification  rule  based  on  primary 
capital. 

•  The  Concunittee  recommends  that  NCUA  adopt  risk-based  capital 
requirements  associated  with  interest  rate  risk  and  derivative  activities  and  to 
include  these  in  risk-based  capital  calculations. 

4.  Finding 

•  Credit  analysis  procedures  in  the  CCUN  have  not  kept  pace  with  the 
increased  volume  of  hinds  flowing  into  the  system. 

Recommendations 

•  Corporates  should  develop  an  internal  system  to  critically  monitor  the 
credit  quality  of  all  significant  assets  subject  to  credit  risk.  This  monitoring 
system  should  go  well  beyond  simply  reviewing  published  reports  of  the  rating 
agencies  and  the  financial  press. 

•  In  order  to  increase  the  diversity  of  CCXIN  portfolios  for  purposes  of 
safety  cmd  soundness,  the  moratorivim  on  new  foreign  investments  should  be 
lifted  subject  to  the  recommendation  immediately  below.  NCUA  should  monitor 
such  investments  closely  and  mandate  proper  credit  analysis  and  adequate 
primary  capital. 

•  Until  credit  uruons  acquire  the  minimum  levels  of  primary  capital 
recommended  above,  the  ability  of  credit  unions  to  invest  in  institutions  located 
in  countries  with  a  rating  below  AAA  or  1  should  be  rescinded.  Moreover,  the 
lowest  entity  rating  authorized  for  investment  by  corporates  and  US.  Central 
should  be  B.  Investments  should  be  limited  to  individual  ii\stitutions  with  long- 
term  ratings  no  lower  than  S&P's  AA  long-term  rating,  and  comparable  Moody 
and  IBCA  ratings.  Investments  should  be  further  limited  to  entities  with  short- 
term  ratings  no  lower  than  P-1  and  A-1. 
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•  Total  investments  in  any  single  foreign  entity  should  be  limited  to  no 
more  than  a  reasonable  multiple  of  primary  capital. 

5.  Finding 

•  Approximately  three-fourths  of  credit  vmion  investments  are  placed 
outside  the  CCUN. 

Recommendation 

•  The  management  of  these  investable  funds  outside  the  CCUN  should  be 
more  closely  monitored  by  NCUA. 

6.  Finding 

•  The  CCUN  uses  derivative  instrviments  to  hedge  interest  rate  risk  and 
create  synthetic  securities  for  other  corporates  and  natural  person  credit  unions. 

Recommendations 

•  The  Committee  recognizes  that  only  two  corporates  are  producing 
derivative  products  directiy.  However,  most  if  not  all  corporates  and  many 
natural  person  credit  unions  maintain  derivative  instruments  in  their  portfolios. 
For  the  proper  management  of  derivative  activities,  the  balance  sheet  and  off- 
balance  sheet  activities  of  corporates  should  reflect  fair  market  value  (mark-to- 
market)  accounting.  This  should  be  done  on  a  f)eriodic  basis. 

•  The  Committee  recommends  that  NCUA  consider  establishing  risk- 
based  capital  requirements  for  risks  associated  with  interest  rate  risk  and 
derivative  activities. 

•  The  Committee  recommends  that  as  part  of  the  examination  process 
regarding  derivative  activities,  NCUA  require  at  a  minimum  (1)  documented 
oversight  by  the  board  of  directors  and  senior  management  (2)  risk  management 
functions  that  are  independent  of  the  trading  function  (3)  thorough  and  timely 
internal  audits,  and  (4)  thorough  and  timely  audits  by  external  examiners. 
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7.  Finding 

•  The  traditional  three-tiered  structure  is  being  restructured  by  market 
forces. 

Recommendations 

•  All  corjxjrates,  including  U.S.  Central,  should  be  stand-alone 
institutions,  independent  of  leagues  and/or  trade  associations.  The  Committee 
fotmd  no  reasonable  justification  for  integrated  corporates.  Indeed,  the 
integrated  structure  may  hinder  the  prudent  management  of  the  corporate. 

•  In  order  to  better  serve  natural  person  credit  unions  and  their  members, 
fields  of  membership  should  be  a  market  driven  process.  This  means  that  all 
corporates  should  have  wider  and  expanded  fields  of  membership  in  order  to 
increase  efficiency  and  lower  the  price  of  services  to  member  institutions. 

•  The  Committee  finds  that  many  distinctions  between  U.S.  Central  and 
other  corporates  are  arbitrary  and  recommends  that  they  be  eliminated.  Further, 
the  Committee  recommends  that  NCUA  anticipate  market  occurrences  and  take 
no  action  that  would  inhibit  market  forces  from  redefining  the  current  tiuree-tier 
system. 

•  The  purchasers  of  membership  capital  shares  are  the  owners  of  the 
corporate  and  should  have  full  voting  powers  to  elect  the  corporate's  board  of 
directors. 

Again,  thank  you  for  the  opportunity  to  testify  and  I  welcome  your  questions. 
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Mr.  Chairman  and  members  of  the  Committee.  Thank  you  for  this  opportunity  to 
discuss  the  financial  conditions  and  current  investment  practices  of  corporate  credit  unions 
and,  in  particular,  U.S.  Central. 

For  eleven  years  I  have  published  a  newsletter  for  institutional  investors  active  in  the 
Jumbo  CD  market.  Sixty-five  percent  of  our  subscribers  are  credit  unions. 

Another  firm  I  own  analyzes  and  rates  all  U.S.  banks,  thrifts  and  credit  unions. 

Corporate  credit  unions  fill  a  critical  need  in  providing  an  investment  vehicle  for  their 
members.  Some  of  the  alternatives,  unscrupulous  CD  brokers  and  the  recently  reported 
experiences  of  municipalities  and  colleges  in  derivatives,  were  avoided,  in  great  part,  by  the 
availability  of  the  corporates. 

I  also  believe  that  the  people  who  run  the  corporate  system  are  honest,  competent  and 
maintain  the  highest  professional  standards. 

Having  said  that,  let  me  discuss  your  committee's  first  concern.  The  aggregate  financial 
health  of  corporate  credit  unions  and  U.S.  Central; 

For  the  period  ended  June  30,  1994,  the  NCUA  provided  data  on  forty-five  corporate 
credit  unions.  The  information  is  presented  in  Schedule  A. 

Interestingly,  the  capital  ratio  data  provided  by  the  NCUA  for  the  quarter  ended  June 
30,  1994  only  arrived  last  tulonday,  October  3rd,  a  rather  auspicious  time  considering  these 
hearings.  U.S.  Central's  capital  ratios  are  now  only  6  100th  of  a  point  below  its  waiver  level. 
While  the  statistics  are  welcome,  they  point  out  yet  another  problem  with  the  completeness  of 
some  regulatory  data. 

Puerto  Rico's  Corporate  CU  was  seized  by  the  NCUA  on  September  9,  1994  following 
an  interim  management  of  the  corporate  that  began  May  30,  1994.  You  will  note  that  Schedule 
A  was  prepared  for  release  on  September  22,  1994  -  two  weeks  after  Puerto  Rico's  corporate 
was  seized.  Yet  there  is  no  indication  that  the  corporate  was  seized  nor  that  the  corporate's 
ratios  may  be  incorrect.  This  presents  a  credibility  problem  with  the  other  data. 
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Schedule  A  indicates  that  every  corporate  credit  union,  with  the  exception  of  U.S. 
Central,  meets  the  capital  requirements  set  by  the  NCUA:  a  primary  capital/risk-weighted  asset 
ratio  of  4.0%  and  a  total  caprtal/risk-weighted  asset  ratio  of  8.0%.  U.S.  Central  operates  under  a 
NCUA  Temporary  Waiver  which  sets  its  capital  requirement  to  half  that  of  the  other  corporates. 
That  waiver  expires  on  January  19,  1995. 

At  the  50%  level,  U.S.  Central  still  fails  its  capital  ratio  requirements.  Its  primary 
capital/risk-weighted  asset  ratio  and  total  capital/risk-weighted  asset  are  both  3.94%,  up  from 
3.48%  at  March  31. 1994  and  2.96%  at  December  31,  1993.  U.S.  Central's  reduced  capital  ratio 
requirements  are  2.0%  and  4.0%  respectively. 

According  to  NCUA  Rules  and  Regulations  (704.11)  any  corporate  that  did  not  meet 
both  the  primary  capital  and  total  capital  requirements  by  March  31,  1994  must  submit  a  plan 
"for  achieving  an  adequate  level.. .to  the  Director,  Office  of  Examination  and  Insurance."  By 
definition,  U.S.  Central's  capital  levels  are  inadequate. 

In  my  opinion,  there  is  no  acceptable  explanation  for  U.S.  Central's  capital  waiver.  Let 
me  discuss  that  by  concentrating  on  the  asset  side  of  the  balance  sheet  -  essentially 
investments.  We  thereby  eliminate  the  arguments  involving  U.S.  Central's  uniqueness,  its 
function  as  a  "banker's  bank"  or  its  need  for  a  higher  return,  issues  I  will  address  later  in  my 
testimony. 

Risk-weighted  asset  ratios  are  a  relatively  new  concept.  They  allow  for  adjustments  in 
capital  requirements  based  on  the  risk  of  an  investment.  An  institution  that  invests  in  U.S. 
Government  backed  securities  requires  less  capital  than  an  institution  that  makes  unsecured 
loans  or  investments.  With  the  exception  of  distortions  in  the  assignments  of  specific  risk- 
weights,  risk-weighted  ratios  are  an  accurate  method  for  measuring  capital  adequacy. 

All  U.S.  banks,  thrifts  and  corporate  credit  unions  -  with  the  exception  of  U.S.  Central  - 
have  essentially  the  same  risk-weighted  capital  requirements:  a  primary  capital/risk-weighted 
asset  ratio  of  4.0%  and  a  total  capital/risk-weighted  asset  ratio  of  8.0%. 
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U.S.  Central  and  its  defenders  cite  its  size  and  expertise  as  justification  for  its  reduced 
capital  levels.  In  rebuttal,  I  submit  Schedule  B.  It  compares  U.S.  Central's  risk-based  capital 
levels  to  the  twenty  five  largest  U.S.  banks.  U.S.  Central's  asset  size  places  it  near  the  middle  of 
this  group. 

Of  this  group,  the  lowest  bank  risk-based  ratios  are  NationsBank  -  North  Carolina: 
6.068%  and  8.049%,  respectively,  and  considerably  higher  than  U.S.  Central's.  Since  the  asset 
size  of  U.S.  Central  and  the  banks  listed  are  comparable,  U.S.  Central's  investment  expertise 
would  have  to  be  significantly  superior  to  the  banks  in  order  to  justify  its  reduced  capital  levels. 
That  simply  can't  be  true.  Where  foreign  investments  alone  are  concerned,  Citibank  and 
BankAmerica,  to  single  out  two,  with  offices  worldwide,  have  a  decided  information  advantage 
over  U.S.  Central. 

I  would  like  to  discuss  the  $255  million  investment  in  Banco  Credito  de  Espanol 
(Banesto)  that  put  U.S.  Central's  investment  policies  and  capital  adequacy  in  the  spotlight. 

At  June  30, 1994,  U.S.  Central  reported  a  total  investment  portfolio  of  $19,035  billion,  of 
which  $12,642  billion  was  classified  "other  investments".  (See  Schedule  C.) 

The  Banesto  investment  represented  only  2.02%  of  the  "other"  category  and  1 .34%  of 
total  investments.  Had  the  investment  been  lost,  U.S.  Central  would  now  be  insolvent. 
Fortunately,  the  Banesto  investment  was  made  whole.  But  the  experience  should  serve  as  a 
warning.  These  hearings  indicate  that  it  has. 

U.S.  Central's  CFG,  Glenn  Carter,  was  reported  to  have  told  this  committee  in  earlier 
hearings,  that  U.S.  Central  uses  Standard  &  Poor's  and  Moody's  short  term  debt  ratings  to 
qualify  their  investments  in  uninsured  foreign  banks. 

S&P  lowered  Banesto's  debt  rating  two  weeks  before  the  Spanish  government  installed 
a  new  board.  I'm  not  aware  that  Moody's  lowered  its  rating  of  Banesto  any  sooner. 
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Uninsured  investments  in  foreign  banks  are  not  witinout  risk.  Foreign  bank  analysis  is 
very  complicated.  The  accounting  rules  are  different  and  the  data  is  often  incomplete. 
Regulation  is  often  lax.  There  are  political  as  well  as  economic  factors  to  consider.  It  is  not  for 
the  timid  or  undercapitalized. 

In  Banesto's  case,  Spain,  a  member  OECD  (Organization  of  Economic  Cooperation 
and  Development)  country,  made  the  investment  v»^hole.  For  your  information,  investments  in 
OECD  countries  are  allocated  a  20%  risk-weight. 

The  New  York  Times  reported  on  another  OECD  country,  Japan,  on  October  1, 1994.  In 
an  art.de  entitled  "No  Letup  in  Japanese  Bank  Crisis"  the  Times  said,  "Japanese  disclosure 
standards  are  very  lax,  so  the  bank  (Mitsubishi  Bank)  did  not  say  how  much  in  interest 
payments  were  being  lost." 

Further  on  the  Times  reports,  "Officially,  Japan's  21  largest  banks  have  $136  billion  of 
nonperforming  loans,  but  many  analysts  put  the  real  figure  at  more  than  double  that  level. 

"If  problem  loans  at  nonbank  affiliates  are  added  in,  some  analysts  say,  the  bad  debts 
come  to  more  than  $400  billion,  about  three  times  the  losses  suffered  in  America's  savings  and 
loan  crisis." 

I  cite  this  example,  not  to  call  attention  to  the  problems  in  Japan  but  rather,  to  reiterate 
my  general  concern.  Investing  in  uninsured  foreign  deposits  is  not  without  hsk.  Since  U.S. 
Central  does  not  meet  the  NCUA's  full  capital  requirements  I  would  suggest  an  added  degree 
of  caution  in,  or  elimination  of,  these  investments. 

I  suspect  that  U.S.  Central  would  like  to  increase  its  capital  gradually  to  reduce  the 
impact  on  the  return  it  offers  its  corporate  members.  Using  a  $27  billion  investment  portfolio, 
each  $100  million  increase  in  capital  per  annum  would  require  U.S.  Central  to  reduce  its  return 
to  the  corporates  by  37  basis  points.  A  5.0%  return  would  be  reduced  to  4.63%,  for  example. 
Obviously  that  would  cause  SOME  of  the  corporates  to  move  funds  from  U.S.  Central  into 
Treasuries  or  other  investments  -  negatively  affecting  U.S.  Central's  efforts  to  increase  capital 
by  reducing  its  investment  portfolio. 
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According  to  NCUA  Letter  To  Credit  Unions  #156  dated  September  1994,  26.2%  of 
natural  person  credit  union  funds  are  invested  with  corporate  CDs.  Our  data  indicates  that  the 
combined  investment  portfolios  of  the  corporate  credit  unions  is  $43,109  billion.  As  noted  in 
Schedule  D,  over  51%  of  the  corporate  funds  are  then  invested  in  U.S.  Central.  However,  this 
'average'  ratio  can  be  misleading  since  the  distribution  is  unequal. 

Over  half  the  corporates  place  virtually  all  (over  90%)  of  their  investments  with  U.S. 
Central.  Fifteen  are  essentially  transfer  agents  with  no  other  investment  objectives. 

The  larger  corporates  invest  differently.  With  the  exception  of  Empire  Corporate  in  New 
York  and  Southeast  Corporate  in  Florida,  corporates  with  investment  portfolios  in  excess  of  $1 
billion  elect  to  invest  most  of  their  portfolios  independently.  They  also  offer  higher  yields  to  their 
natural  person  credit  union  members. 

Schedule  E  is  a  reproduction  of  a  chart  in  the  October  3,  1994  issue  of  Jumbo  Rate 
News,  our  weekly  newsletter  on  Jumbo  CD  rates.  Of  the  44  corporates  and  U.S.  Central  that  we 
survey,  25  refuse  to  divulge  their  rates.  Not  surprisingly,  many  are  the  corporates  with  90%  or 
more  of  their  portfolios  invested  at  U.S.  Central. 

WesCorp  in  California,  Southwest  Corporate  in  Texas  and  Indiana  Corporate  typically 
offer  their  natural  person  credit  union  members  the  highest  returns.  All  three  corporates  invest 
most  of  their  funds  independent  of  U.S.  Central.  As  of  March  31, 1994  the  percentages  of  their 
portfolios  invested  independently  were  61.9%,  86.5%  and  84.25%  respectively.  It  is  realistic  to 
expect  that  all  three  could  offer  comparable  returns  to  natural  person  credit  unions  in  other 
states,  were  they  allowed  to  do  so. 

U.S.  Central  could  also  benefit  from  acquiring  some  of  the  "90  plusers."  Such  a  move 
would  eliminate  the  corporate  middleman,  so  to  speak,  and  U.S.  Central  would  benefit  from  the 
infusion  of  the  acquired  corporate's  capital.  Although  it  would  require  that  U.S.  Central's  field  of 
membership  and  services  be  expanded,  the  benefits,  particularly  to  the  natural  person  credit 
unions  affected  would  appear  to  be  substantial. 
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Conclusion: 

I  have  expressed  some  of  my  concerns  about  U.S.  Central  and  an  analysis  of  the 
corporate  credit  union  system.  As  a  firm  believer  in  competition,  my  preference  would  be  to  see 
U.S.  Central's  long  term  goal  as  changing  from  a  corporate's  credit  union  to  a  corporate 
serving  natural  person  credit  unions.  I  also  believe  that  some  of  the  smaller  corporates  could 
easily  be  absorbed  by  U.S.  Central  or  one  of  the  larger  corporates.  Wescorp's  efforts  in 
Washington  state  serve  as  an  example. 

Regardless  of  U.S.  Central's  long  term  solutions,  it  should  be  required  to  maintain  the 
same  capital  levels  as  the  other  corporates.  Capital  requirements  are  set  to  avoid  the  necessity 
for  this  type  of  examination.  Waivers  simply  defeat  that  objective. 

I  have  resisted  the  temptation  to  comment  on  interlocking  relationships  and  some  of  the 
other  issues  being  addressed  today.  The  other  witnesses  are  better  prepared  to  discuss  those 
issues  than  I. 

However,  I  received  two  calls  from  my  newsletter  subscribers  on  this  issue  which  I 
promised  to  pass  along: 

The  first,  from  the  president  of  a  corporate  credit  union  in  the  Northeast,  wants 
representation  from  both  state  and  national  leagues  to  provide  a  divergence  of  views. 

The  second,  a  director  of  a  corporate  in  the  South,  said  he  didn't  want  any  league 
officials  on  his  board. 

Thank  you  Mr.  Chairman  and  members  of  the  Committee.  I  look  forward  to  your 
questions. 
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SCHEDULE   A 


Otfiet  «f  Carpont*  Cridit  Unioiu 
Capital  Analrm 


■           UJLJ. 

1 

11J0% 

TAaiCapf 

22.60% 

• 

2.15% 

Carpanli 

Alabama  CantnlCU 

Capital  Carp  FCU 

2.28% 

8J8% 

16.72% 

XMtnlCocpCU 

2.14% 

10J4% 

20.68% 

Camral  CU  Fgnd,  lac 

2.52% 

14.17% 

2109% 

Cantitutiaa  Stata  Cwp  CU  inc. 

uan 

7.62% 

1552% 

CatpCwtnlCUofUtali 

2.13% 

9.45% 

1851% 

CofpCUafAmona 

1.47% 

8.15% 

1651% 

Corperata  Om  CU 

1.55% 

7.79% 

1558% 

Eaitam  Carp  FCU 

1.94% 

7.65% 

15.30% 

Enpra  Corp  FCU 

1J2% 

9.48% 

1856% 

Firxt  Canfan  Carp  CU 

2.36% 

1051% 

2151% 

Cardan  Slaia  Caip  Cantrai  CU 

2.05% 

10.60% 

21.20% 

Gaoryja  Cartral  CU 

1.48% 

7J9% 

15.20% 

Idaho  Corp  CU 

3.12% 

1171% 

25.41% 

'Indiana  Corp  FCU 

1.48% 

7J6% 

14.72% 

.lotra  Laagua  Corp  Cantrai  CU 

3.72% 

10.70% 

21.28% 

:KanaatCarpCU 

2.18% 

11.04% 

22.08% 

iKantudcrCorpCU 

2.18% 

1U4% 

2148% 

iUCU  Corp  FCU 

16.38% 

110.41% 

110.41% 

1  Louisiana  Corp  CU 

2.77% 

14.21% 

28.43% 

iMid-Adantic  Carp  FCU 

2.40% 

9.74% 

19.47% 

MId-Statat  Corp  FCU 

2.30% 

11.48% 

2255% 

Minnetota  Corp  CU 

2.60% 

14.81% 

29.61% 

'Minoun  Laagua  Corp  CU 

2.92% 

1357% 

27.14% 

Nabruka  Corp  Cantrai  FCU 

3.50% 

21.67% 

2157% 

jNonh  Oakou  Caniral  CU 

3.67% 

18.65% 

18.65% 

'OUahotna  Corp  CU 

2J5% 

14.60% 

29.21% 

.Dragon  Corp  Cantrai  CU 

1.94% 

9.11% 

18.21% 

Pacific  Corp  FCU 

2.27% 

10.23% 

20.46% 

'  Puano  Rica  Fadaration  of  CU 

3.03% 

14.25% 

15.22% 

iRhodaliiand  Corp  FCU 

2J13% 

10.49% 

20.97% 

South  Dakota  Corp  FCU 

4.57% 

1654% 

33.89% 

iSouthaast  Corp  FCU 

2.51% 

14.19% 

28.39% 

ISouthwaat  Corp  FCU 

2.15% 

6.11% 

1121% 

iSrttani  Unitad  Corperata  FCU 

3.15% 

14.12% 

28.24% 

!Tha  CaroGna  Corp  CU 

2.62% 

12J6% 

25.72% 

iTraaaira  Stata  Corp  Cantrai  CU 

2.32% 

12.11% 

24.22% 

ITRICDRPFCU 

2.80% 

1551% 

30.03% 

|US  Cantrai  CU 

1U)5% 

354% 

354% 

Virginia  Laagua  Carp  FCU 

2.28% 

13.43% 

26.86% 

VoluntaarCarpCU 

1.53% 

756% 

14.11% 

iWaahingtan  Corp  Cantrai  CU 

118% 

ia62% 

19.73% 

Watt  Virginia  Corp  CU 

2.02% 

10.44% 

20.88% 

'Waatam  Carp  FCU 

1J7% 

1057% 

17.94% 

Wtsconsu)  Cofp  CuUw  CU 

2.86% 

15.55% 

31.11% 

115 


tcMdjlt  ■ 


25  LaroMt  U.S.  Coawrelal  tank* 
•  U.S.  Cantrat  Cradtt  Union 
JkVta  SO,  19M  rlnanefal  Data 


Sank 

Aaaata 

Prlaary 

PriMry 

Total 

(»  BlU) 

Capital  to 
Avg.  Aaaata 
(%> 

Capital  to 
RUk-ualg^tad 
Aaaata  (S) 

Capital  to 
RIak-Mlghtad 
Aaaata  (X) 

CITIiANK  HA 

NEW  YORK 

■Y 

213.857.000 

5.772 

6.986 

10.823 

SANK  Of  ME*  NTtSA 

IAN  FRANCISCO 

CA 

US,950.000 

6.532 

7.204 

11.735 

CHEMICAL  SK 

HEW  YCKK 

NY 

123,191.000 

5.926 

7.706 

12. 2W 

HORGAM  GUAKANTT  TC  OF  NY 

NEW  YORK 

MY 

128,175.041 

5.272 

9,351 

12.607 

CMASE  HANHATTAM  IK  HA 

HEW  YORK 

HY 

95,391.202 

7.224 

8.587 

12.042 

■ANKERS  TC 

HEW  YORK 

NT 

76,906.000 

6.305 

9.082 

12.168 

WELLS  FABGO  IK  HA 

SAN  FRANCISCO 

CA 

51,049.931 

7.694 

10.8a 

14.004 

PNC  SANK  NA 

PITTSBURGH 

PA 

44,752.862 

7.597 

9.229 

10.951 

SANK  OF  NT 

HEW  YORK 

HY 

42,506.386 

6.984 

7.840 

12.079 

FIRST  NB  OF  CHICAGO 

CHICAGO 

IL 

41,785.991 

6.677 

7.752 

11.815 

HATI0NS8ANK  OF  TX  NA 

DALLAS 

TX 

36,995.001 

5.807 

7.239 

8.839 

FIRST  N8  OF   lOSTON 

BOSTON 

MA 

35,055.086 

6.451 

6.822 

10.505 

REPUBLIC  NB  OF  NY 

HEW  YORK 

HY 

33,095.210 

6.719 

17.491 

24. UO 

MELLON  BK  NA 

GREENSBURG 

PA 

31,090.872 

6.829 

7.723 

11.590 

HBO  BK  NA 

DETROIT 

Ml 

29,668.632 

6.270 

7.731 

10.589 

NATIONSBANK  OF  NC  HA 

CHARLOTTE 

HC 

28,994.419 

5.482 

6.068 

8.049 

FIRST   FIDELITY  BK  HA 

ULEM 

HJ 

28,683.305 

8.179 

11.327 

13.469 

•*U.S.   CENTRAL  CU 

OVERLAND  PARK 

KS 

27,600.000 

1.050 

3.940 

3.940 

FIRST  UNION  NB   FL 

JACKSONVILLE 

FL 

27,192.558 

6.522 

9.631 

11.306 

CONERICA  BK-DETROIT 

DETROIT 

Ml 

25,419.660 

6.257 

7.694 

10.812 

FIRST  UNION  NB  NC 

CHARLOTTE 

HC 

23.373.090 

5.664 

7.741 

10.555 

SOCIETY  NB 

CLEVEUND 

OH 

23.236.5U 

6.405 

7.682 

11.011 

FIRST   INTRST  BK  OF   CA 

LOS  ANGELES 

CA 

22,096.239 

7.736 

11.809 

13.073 

STATE  STREET  B(TC 

BOSTON 

NA 

21,643.850 

5.501 

11.239 

11.621 

WACHOVIA  BK  OF  NC  NA 

WINSTON-SALEH 

HC 

21,375.598 

7.310 

10.177 

11.336 

CONTINENTAL  BK 

CHICAGO 

IL 

21,309.000 

10.037 

9.296 

12.276 

TEXAS  CHRC  BK  NA 

HOUSTON 

TX 

20,728.101 

6.433 

8.803 

12.504 

NATIONSBANK  OF   FL  HA 

TAMPA 

FL 

20.374.147 

5.811 

8.833 

10.090 

•*U.S.  Central  Cradit  Union 


Data  Coapilad  b|r:  Bauer  Financial  Raporta.  Inc. 
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SCHEDULE   C 
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Inwuftnt  Portfolio  ^•rc«ntaQM 

Carport f  Crtdit  Union* 

Harcti  31,  19M 


Corporat*  Cr*d1t  Union 


•UASMW  CatPOMTE 

•OMfiaUTE  CtEDIT  UHOH  Of  MIKMA 

UiSTEM  CCaPOtATE 

nrrrEM  united  cckpomte 

CWSTITUTIOI  STATE  CORP.    OJ.    INC. 

•tOnHEAST  COKPORATE 

•CEORCIA  CENTiAl 

PACIFIC  Ca*PC*ATE 

•lOUA  LEAGUE  COtPOKATE  CENTRAL 

•lOANO  CORPORATE 

NID-rrATEt  CORPORATE 

INDIANA  CORPORATE 

UNSAS  CORPORATE  CREDIT  UNION 

nENTucrr  corporate 

•LOUISIANA  CORPORATE 

EASTERN  CORPORATE 

CENTRAL  CREDIT  UNION  FUND,  INC. 

CAPITAL  CORPORATE 

•TRICORP  FEDERAL  CREDIT  UNION 

CENTRAL  CORPORATE 

•MINNESOTA  CORPORATE  CU 

•MISSOURI  LEAGUE  CORPORATE  CENTRAL 

•TREASURE  STATE  CORPORATE  CU 

•FIRST  CARaiNA  CORPORATE 

•NORTH  DAKOTA  CENTRAL  CREDIT  UNION 

•NEBRASKA  CORPORATE  CENTRAL 

•GARDEN  STATE  CORPORATE  CENTRAL 

•EMPIRE  CORPORATE 

CORPORATE  ONE 

•OKUNOU  CORPORATE 

OREGON  CORPORATE  CENTRAL 

NID-ATLANTIC  CORPORATE 

•FEDERACION  OE  COOPERATIVAS 

•RHODE  I  SLAW  CORPORATE 

•THE  CAROLINA  CORPORATE 

•SOUTH  DAKOTA  CORPORATE 

VOLUNTEER  CORPORATE 

nuTNUEST  CORPORATE 

CORPORATE  CENTRAL  CU  Of  UTAH 

•VIRGINIA  LEAGUE  CO(>ORATE 

•MASNINGTCM  CORfflSATE  CENTRAL 

WISCONSIN  CORPORATE  CENTRAL 

•VEST  VIRGINIA  CORPCtATE  C.  U. 


Groos 

U.S.  Cant 

'■t 

TroM  t  Agoncy 

Othor  Invnt 

■ant* 

Inwoifonte 

(S  ■!  l»        X  of  GroM 

(*  alto      t  of  GroM 

(S  allt)     X  of  GrOM 

(Sails) 

*l 

386.188 

356.180 

92.182 

1.000 

0.259 

29.208 

7.559 

u 

425.992 

425.227 

99.820 

0.419 

0.098 

0.346 

0.081 

u 

U, 312. 276 

5,U7.838 

38.064 

7,209.682 

50.374 

1,654.757 

11.562 

CO 

607.801 

592.376 

97.462 

0.000 

0.000 

15.425 

2.538 

CT 

1,128. MS 

115.173 

10.206 

137.027 

12.143 

876.266 

77.651 

»L 

1,U«.«11 

1,431.358 

99.096 

0.132 

0.009 

12.922 

0.895 

GA 

700.959 

700.602 

99.949 

0.000 

0.000 

0.357 

0.051 

HI 

311.508 

158.988 

46.555 

0.000 

0.000 

182.521 

53.446 

lA 

252.398 

2U.087 

96.707 

3.926 

1.555 

4.384 

1.737 

ID 

105.590 

95.568 

90.509 

9.942 

9.416 

0.080 

0.076 

11 

1,732.72* 

1,058.258 

61.075 

77.100 

4.450 

597.367 

34.476 

IN 

1,262.006 

198.721 

15.746 

696.956 

55.226 

366.329 

29.028 

U 

266.663 

166.068 

62.276 

100.452 

37.670 

0.143 

0.054 

a 

264.070 

263.931 

99.947 

0.000 

0.000 

0.139 

0.053 

u 

107.328 

107.138 

99.823 

0.000 

0.000 

0.191 

0.178 

MA 

8(7.834 

488.762 

57.648 

187.147 

22.074 

171.924 

20.278 

MA 

227.806 

0.000 

0.000 

75.716 

33.237 

152.204 

66.813 

w 

1,586.936 

394.654 

24.869 

992.297 

62.529 

199.984 

12.602 

ME 

346.048 

345.832 

99.938 

o.ooo 

0.000 

0.216 

0.062 

MI 

1,891.245 

1,070.585 

56.607 

74.535 

3.941 

746.126 

39.452 

MM 

325.860 

321.553 

98.678 

1.M1 

0.307 

3.307 

1.015 

MO 

759.003 

758.953 

99.993 

0.000 

0.000 

0.050 

0.007 

KT 

138.507 

138.360 

99.894 

0.123 

0.089 

0.025 

0.018 

NC 

547.489 

525.587 

96.000 

6.654 

1.215 

15.248 

2.785 

m 

123.586 

123.521 

99.947 

0.000 

0.000 

0.065 

0.053 

HE 

93.060 

92.976 

99.910 

O.ObO 

0.000 

0.085 

0.091 

HJ 

580.035 

580.010 

99.996 

0.000 

0.000 

0.025 

0.004 

HT 

1,783.498 

1,638.615 

91.876 

50.160 

2.812 

94.724 

5.311 

OH 

1,163.660 

127.742 

10.978 

599.456 

51.515 

436.462 

37.508 

OK 

353.049 

323.894 

91.742 

0.000 

0.000 

29.156 

8.2S8 

OR 

354.743 

286.550 

80.777 

63.881 

18.008 

4.312 

1.216 

PA 

1,284.600 

717.843 

55.881 

30.313 

2.360 

536.  U5 

41.760 

PR 

65.197 

63.383 

97.218 

0.000 

0.000 

1.814 

2.782 

RI 

201.767 

184.573 

91.478 

5.193 

2.574 

12.001 

5.948 

SC 

287.951 

286.864 

99.623 

0.974 

0.338 

0.112 

0.039 

» 

51.083 

51.023 

99.883 

0.000 

0.000 

0.061 

0.119 

TN 

:;64.024 

186.179 

33.009 

98.788 

17.515 

279.058 

49.476 

TX 

4,240.150 

575.920 

13.583 

815.077 

19.223 

2,849.154 

67.195 

UT 

281.760 

185.754 

65.926 

4.260 

1.512 

91.746 

32.562 

VA 

518.103 

517.617 

99.906 

0.198 

0.038 

0.287 

0.055 

m 

297.289 

272.382 

91.622 

7.936 

2.669 

16.971 

5.709 

Wl 

692.827 

364.092 

52.552 

76.315 

11.015 

252.420 

36.433 

yv 

163.157 

162.929 

99.860 

0.099 

0.061 

0.128 

0.078 

43,108.846 

22,147.666 

11,326.759 

9,634.545 

Total 

Avcrao*  ^rcantages  51.376 

*  Nor*  than  901  of  total   Invtttaenta  fwvwllod  to  U.S.  Cantral  CU 

Coapllad  by:  8au*r  Financial  Raporta,   Inc. 
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Top  Corporate  CU 

Rates 

A  sampling  of  CCU  Rates  as 

of  09/29/94. 

The  following  is  a 

sample  survey  of  Jumbo  CD  rates  at 

10  Corporate  Credit  Unions.  The  names  of  the  CCUs    | 

were   omitted   due 

to    space   restrictions.    They   are 

identified  and  listed  alphat>etically  by 

State.  C=  denotes 

compounding.     S-simple 

interest, 

M-monthly,     A- 

annually,  T-term. 

ST   30DY 

90DY 

180DY 

1YR 

18M0      2YR     C 

CA  4.930 

5.360 

5.610 

6.100 

6.330     6.560     T 

TX    4.650 

4.800 

5.450 

5.960 

6.350     6.600     M 

IN     4.750 

4.950 

5.500 

5.950 

6.250     6.550     M 

UT   4.850 

5.050 

5.500 

5.950 

No  0  6.550     S 

Ml    4.640 

4.800 

5.460 

5.950 

6.280     6.600     S 

MO  4.690 

4.850 

5.430 

5.890 

6.280     6.540     M 

NE   4.590 

4.850 

5.430 

5.890 

No  Q    No  0  T 

MA  4.700 

5.000 

5.400 

5.850 

No  Q    No  Q  S 

MN  4.640 

4.800 

5.380 

5.840 

6.230     6.490     S 

PA      No  Q  4.750 

5.330 

5.790 

No  Q  6.450     T 
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Mr.  Chairman  and  members  of  the  Committee,  thank  you  for  the  opportunity  to 
address  you  today  on  the  financial  performance  of  natural  person  credit  unions, 
corporate  credit  unions,  and  U.S.  Central.  As  you  requested,  Mr.  Chairman,  we  will 
also  address  the  investment  policies  and  practices  of  corporate  credit  unions  and  U.S. 
Central  Credit  Union,  as  well  as  their  organization,  management,  and  corporate 
governance.  At  the  conclusion  of  our  testimony,  we  will  discuss  a  number  of  options 
for  the  Conunittee's  consideration. 

I.  The  Financial  Performance  of  Nahiral  Person  Credit  Unions,  Corporate  Credit 
Unions,  and  U.S.  Central  Credit  Union 

Credit  Unions:  The  1980s  Success  Story 

Nearly  5,000  federally  insured  depository  institutions  with  $665  billion  in  assets 
failed  from  1980  through  1992  and  cost  an  estimated  $165  billion  to  resolve.  As  we 
know  all  too  well,  it  was  a  period  of  extraordinary  turmoil.  As  Chart  1  shows,  however, 
credit  unions  accounted  for  only  four-tenths  of  one  percent  of  the  assets  of  failed 
depository  institutions.  More  importantly,  as  Chart  2  shows,  credit  unions  accounted 
for  only  three- tenths  of  one  percent  of  the  total  resolution  costs  associated  with  failing 
depository  institutions. 

Credit  vmions,  like  the  other  depositories,  nonetheless  experienced  difficulties. 
Yet,  the  unique  characteristic  that  distinguished  credit  umons  and  their  federal  insurer, 
the  National  Credit  Union  Share  Insurance  Fund  (NCUSEF),  from  the  other  federally 
insured  depositories  and  their  insurance  funds  was  the  role  played  by  credit  unions 
then«elves.  In  1985,  following  pcissage  of  a  law  in  1984,  they  recapitalized  the  NCUSIF 
through  a  contribution  made  by  all  insured  credit  unions  equal  to  1  percent  of  their 
insured  shares.  With  access  to  1  percent  of  insured  shares  at  all  times,  the  funds 
available  to  the  NCUSIF  to  resolve  failed  credit  unions  therefore  includes  the  entire 
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capital  of  all  credit  unions.  Only  if  the  total  capital  of  the  credit  union  industry  were 
depleted  would  taxpayer  assistance  be  required  to  resolve  failed  institutions. 

Current  Financial  Performance  of  Credit  Unions 

The  number  of  credit  unions  has  declined  substantially,  from  17,350  in  1980  to 
12,317  at  year-end  1993.  Over  the  same  period,  however,  the  total  assets  of  credit 
unions  has  increased  substantially  from  $59  billion  in  1980  to  $277  billion  at  year-end 
1993.  The  return  on  assets  for  all  credit  unions  for  the  full  year  of  1993  was  128  basis 
points  (1.28  percent),  which  is  substantial  by  historical  standards.  The  percentage  of 
CTedit  unions  reporting  losses,  moreover,  has  declined  from  12  percent  in  1990  to  under 
5  percent  in  1993.  Reflecting  the  substantial  income  earned  by  the  credit  union  industry, 
the  industry's  capital  to  asset  ratio  reached  9  percent  at  year-end  1993. 

Total  equity  of  the  NCUSIF  was  $2.8  billion  as  of  September  30, 1993,  which 
equaled  1.26  percent  of  shares  in  insured  credit  unions.  Some  concern  has  been 
expressed  because,  despite  the  substantial  level  of  capital  among  natviral  person  credit 
uruons,  the  capital  to  asset  ratio  for  the  corporate  credit  unions,  including  U.S.  Central, 
was  1.5  percent  in  1993,  and  the  capital  to  asset  ratio  for  U.S.  Central  itself  was  orUy  0.7 
percent.  To  assess  the  riskiness  of  U.S.  Central  and  corporate  credit  unions  to  the 
NCUSIF,  however,  one  must  take  into  account  the  fact  -  as  discussed  above  -  that  the 
capital  of  natural  person  credit  uiuons  stands  behind  the  NCUSIF.  Thus,  the  protection 
against  losses  and  ultimately  taxpayer  protection  is  the  9  percent  capital  to  asset  ratio  of 
natural  person  credit  uruons.  This,  however,  implies  that  the  members  of  natural 
person  credit  unions  should  be  fully  informed  about  the  investment  and  other  policies 
of  corporate  credit  imions  and  U.S.  Central. 
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The  Major  Challenge  to  Credit  Unions  and  other  Depositories:  Declining  Market  Shares 

The  major  challenge  fadng  credit  unions  and  all  other  depositories  is  the  steady 
and  persistent  decline  in  their  traditional  market  share.  In  1950  all  depositories 
combined  accounted  for  65  percent  of  the  total  assets  of  all  financial  service  firms.  By 
1993  the  share  had  declined  to  36  percent.  As  Charts  3  and  4  demonstrate,  the  biggest 
losers  of  market  share  have  been  U.S.  chartered  commercial  banks  whose  market  share 
has  fallen  from  51  percent  to  just  under  20  percent  over  the  period.  (As  the  charts  also 
show,  life  insurance  companies  suffered  a  dramatic  loss  of  market  share  as  well.)  The 
market  share  of  savings  institutiorts  (savings  and  loans  and  savings  banks)  began  the 
period  at  13  percent  and  ended  the  period  at  under  7  percent.  Among  depository 
institutions,  only  credit  unions  increased  their  market  share,  from  three-tenths  of  one 
percent  in  1950  to  just  under  2  percent  in  1993. 

The  big  gainers  in  terms  of  market  share  have  been  private  pension  and  state  and 
local  retirement  funds  (increasing  from  4  to  22  percent)  and  money  market  and  other 
mutual  funds  (increasing  from  1  to  13  percent).  Pension  and  retirement  funds  now 
account  for  more  assets  than  all  U.  S.  chartered  commercial  banks,  while  mutual  funds 
account  for  more  assets  than  credit  imions,  savings  banks,  and  savings  and  loans 
combined. 

Adapting  to  Growing  "Inter-industry"  Competition 

These  figures  underscore  that  the  biggest  competitive  threat  for  traditional  credit 
unions  and  other  depositories  is  the  rapid  growth  in  the  importance  of  non-depository 
financial  service  firms.  Such  firms  are  prospering  as  developments  in  computer  and 
telecommunication  technology  lower  the  costs  of  producing,  processing,  and 
distributing  information.  These  developments  and  modern  finance  theory  are  also 
expanding  the  array  of  financial  products  and  services  that  can  be  offered  to  customers 
and  altering  the  way  in  which  these  products  cuid  services  can  be  delivered.  The  spread 


123 


and  growth  in  asset  securitization  (including  single  family,  multifamily,  and 
commercial  mortgage  loans,  credit  card  receivables,  and  automobile  loans)  are 
examples  of  this  troublesome  situation  for  traditional  depositories.  The  outlook  is  for 
even  more  technology  and  more  competition  in  the  future. 

So  long  as  non-depository  financial  service  firms  operate  under  fewer  regulatory 
constraints  and  yet  increasingly  behave  more  like  depositories,  all  depositories  will  be 
plagued  by  over  capacity  and  continued  shrinkage  in  their  traditional  market  share. 
This  is  the  essence  of  the  regulatory  problem  faced  by  credit  unions  and  other 
depositories.  In  particular,  if  existing  laws  and  regulations  prevent  adaptation  to  the 
non-depository  competition,  the  result  can  be  the  long-term  degeneration  of 
depositories  characterized  by  over  capacity,  falling  returns  on  equity  capital,  larger 
numbers  of  failing  institutions,  and  the  possibility  of  excessively  costly  exit. 

Demographic  Changes  Also  Call  for  Adaptation 

Credit  unions  and  other  depositories  must  also  understand  the  implications  and 
adapt  to  the  demographic  changes  that  are  occurring  in  our  society.  In  1950, 8  percent 
of  the  population  was  aged  65  and  over.  Today  the  figure  has  increased  to  13  percent. 
As  our  population  ages,  more  emphasis  is  being  placed  on  pension  and  retirement  plans 
and  estate  planning.  Today,  for  example,  18  percent  of  all  household  assets  are  held  in 
pension  fund  reserves,  up  from  2  percent  in  1950.  Over  approximately  the  same  period, 
the  percentage  of  the  population  with  four  or  more  years  of  college  education  also 
increased,  from  6  percent  to  21. 

As  our  population  becomes  more  educated,  the  degree  of  financial  sophistication 
also  rises  and  thereby  makes  for  a  more  discerrung  group  of  financial  customers.  An 
older  and  better  educated  population  means  more  active  investors  and  fewer  passive 
depositors.  As  the  young  age,  moreover,  the  proportion  of  the  population  comfortable 
with  the  recent  technological  and  financial  developments  will  steadily  increase. 
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Already,  the  aging  "baby  boomers"  have  contributed  substantially  to  the  growth  of 
household  assets  in  money  market  and  other  mutual  funds  from  1  percent  in  1980  to 
nearly  6  j)ercent  in  1993. 

These  trends  are  forcing  all  depositories  to  reeissess  the  appropriate  mix  of  their 
products  and  services,  as  well  as  their  delivery  mechanisms.  Large  commercial  banks 
in  partictilar,  but  also  other  depositories,  have  altered  their  businesses  to  include 
substantial  fee  income  from  off-balance-sheet  activities.  In  order  to  compete  with  these 
institutions  as  well  as  the  growing  non-bank  competition,  credit  unions  will  need  to 
adopt  less  traditional  portfolios  and  expand  fee  income  activities.  Overall,  this  trend  is 
likely  to  increase  as  customers  see  themselves  more  as  active  investors  rather  than  more 
passive  depositors  and  become  more  interested  in  managing  their  own  risk  and  return 
trade  offs.  This  will  simultaneously  require  that  depositories  fully  disclose  the  risk 
associated  with  all  their  products  and  services. 

II.  Organization  and  Investment  Activities  of  Coiporate  Credit  Unions  and  U.S. 
Central  Credit  Union 

Organization 

Within  the  credit  xmion  system  there  are  44  corporate  credit  unions  and  the  U.  S. 
Central  Credit  Union.  Of  the  44  corporate  credit  imions,  37  are  federally  insured,  and  of 
those  18  are  federally  chartered  and  19  are  state  chartered.  The  membership  shares  in 
corporate  credit  unions  come  from  other  credit  unions.  Only  credit  unions,  called 
natural  person  credit  unions  to  distinguish  them  from  corporate  credit  unions,  make 
deposits  in  the  corporate  credit  unions.  Thus,  credit  uiuons  can  take  a  portion  of  their 
membership  shares  from  natural  persons  and  place  those  shares  in  the  corporate  credit 
unions,  which  in  turn  place  a  portion  of  those  shares  in  U.S.  Central.  The  total  assets  of 
the  federally  iiisured  corporate  credit  unions  were  $39  billion  on  June  30, 1993.  On 
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average  80  percent  of  corporate  credit  unions'  assets  are  funded  with  credit  union 
shares. 

Investment  Activities 

The  U.  S.  Central  Credit  Union,  which  is  chartered  by  the  state  of  Kansas  and  is 
federally  insured,  had  total  assets  of  $27  billion  on  Jvine  30, 1993.  Because  most  of  the 
assets  come  from  deposits  from  corporate  aedit  unions  which  in  turn  come  from 
natural  person  shareholders  of  aedit  uiuons,  the  assets  of  U.  S.  Central  are  assets  of  the 
credit  union  system.  Thus,  approximately  10  percent  of  credit  uruon  assets  are  in  U.  S. 
Central. 

Credit  vmion  spokespeople  have  interpreted  U.S.  Central  in  essentially  two  ways. 
The  first  interpretation  describes  U.S.  Central  as  a  source  of  liquidity  for  the  credit 
union  system.  In  this  context,  the  tiered  organizational  form  of  natural  p)erson  credit 
unions,  44  corporate  aedit  uiuoiw,  and  U.  S.  Central  can  be  viewed  as  a  pooling 
mechanism  in  which  a  relatively  large  number  of  smaller  credit  unioris  can  gain  access 
to  a  purportedly  higher  yielding  source  of  liquidity  than  they  would  acting 
individually.  (Thus,  as  we  indicated  in  our  earlier  report,  $20.5  billion  in  U.  S.  Central 
Credit  Union  assets  in  March  1990  were  deposited  with  42  foreign  banks  and  6  U.  S. 
money  center  banks.  More  than  $17  billion  of  the  funds  were  in  deposits  that  matured 
in  90  days  or  less.)  The  second  interpretation  is  built  on  the  premise  that  funds 
deposited  in  credit  vmions  may  exceed  loan  demand  at  credit  unions.  If  so,  corporate 
credit  unions  and  by  exterxsion  U.S.  Central  invest  the  excess  funds  on  behalf  of  the 
natural  person  credit  imiorts. 

A  large  number  of  issues  are  raised  by  these  interpretations  and  the  types  of 
investments  made  by  U.S.  Central.  In  essence,  U.  S.  Central  is  a  federally  insured  credit 
union  with  credit  uiuon  members'  funds  invested  in  large  domestic  and  foreign  baiiks. 
What  is  the  need  for  this  liquidity?  To  what  extent,  for  example,  do  corporate  credit 
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unions  and  U.S.  Central  duplicate  services  provided  by  the  Federal  Home  Loan  Bank 

System  v^rhich  credit  unions  can  and  do  now  join?.  Are  large  domestic  and  foreign  bank 

deposits  appropria,te  sources  of  liquidity? 
i 
Finally,  what  are  the  risks  of  these  investments,  and  are  the  risks  sufficiently 

monitored  and  controlled?  In  1993,  U.S.  Central  invested  $395  million  in  Banco  Espanol 

de  Credito  (Banesto),  which  was  seized  the  same  year  by  Spanish  authorities.  We  have 

also  attached  to  our  testimony  a  1991  newsletter  from  the  Credit  Uruon  Information 

Service,  which  describes  a  $90  million  deposit  made  by  U.S.  Central  in  the  Italian 

institution,  Banca  Nazionale  del  Lavore  (BNL).  According  to  the  newsletter,  BNL 

helped  fund  Iraq's  nuclear  weapons  program,  and  despite  knowledge  of  the  link,  U.S. 

Central  renewed  its  investment  in  BNL  during  the  Gulf  War.  In  addition,  as  our  earlier 

report  discusses,  in  the  1980s  and  early  1990s  $652  million  were  deposited  in  a  bank 

which,  at  the  time,  was  one  of  the  weakest  money  center  banks.  Although  U.S.  Central 

has  not  suffered  losses  due  to  the  risks  associated  vdth  these  three  examples,  they 

suggest  that  the  risks  may  at  times  be  significant,  unusual,  and  not  sufficiently 

disclosed. 

Whether  the  funds  deposited  in  credit  unions  exceed  loan  demand  by  members 

should  also  be  examined.  If  deposited  funds  do  exceed  loan  demand  at  credit  unions,  it 

suggests  that  their  allowable  assets  and  liabilities  and  overall  structure,  including 

common  bond  restrictions  and  taxation,  should  be  evaluated,  especially  whether  credit 

unions  are  losing  business  to  more  efficient  competitors. 

III.  The  Interaction  of  Corporate  Credit  Unions  and  Credit  Union  Trade  Associations 
Corporate  governance  is  also  an  issue.  Up  to  six  trade  association  official  can  sit 
on  the  board  of  directors  of  U.S.  Central.  This  year,  the  nine-member  board  of  U.  S. 
Central  includes  three  individuals  from  the  Credit  Union  National  Association  (CUNA), 
the  national  trade  association  for  credit  uruons,  and  three  other  individuals  from  two 
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other  trade  associations.  Trade  association  representatives  also  sit  on  the  board  of 
directors  of  some  corporate  credit  unions. 

The  role  of  the  credit  union  trade  association  in  the  promotion  of  the  interests  of 
the  industry  and  the  role  of  a  board  of  directors  on  behalf  of  a  given  credit  imion  can  be 
directly  and  dramatically  at  odds  with  each  other.  The  potential  conflict  of  interest  is 
great  enough  that  the  dual  role  of  the  CUNA  directors  appears  inappropriate.  Given 
the  relatively  large  size  of  U.  S.  Central,  inappropriate  decisions  made  on  the  basis  of  a 
conflict  of  interest  could  also  have  dramatic  consequences  for  the  credit  unions  and  the 
NCUSIF. 

As  an  example  of  the  problems  that  could  arise,  if  the  savings  and  loan  industry 
in  the  1980s  had  had  a  parallel  orgaiiizational  form  in  terms  of  corporate  governance, 
representatives  of  the  U.S.  League  of  Savings  Institutions  would  have  had  positions  on 
the  board  of  directors  of  the  twelve  regional  Federal  Home  Loan  Banks.  As  the  savings 
and  loan  industry  deteriorated,  the  U.S.  League  was  one  of  the  strongest  advocates  for 
regulatory  leniency  and  forbearance.  The  U.S.  League's  irifluence  probably  would  have 
been  significantly  enhanced  if  it  had  representatives  in  policy  making  positions  within 
the  Federal  Home  Loan  Bank  system. 

IV.  Other  Policy  Issues 

Common  Bond,  Mutual  Form,  and  No  Corporate  Taxation:  The  Distinguishing  Features  of 
Credit  Unions 

Limitations  on  the  types  of  assets  and  liabilities  allowed  credit  unions  compared 
to  other  insured  depositories  have  been  largely  eroded,  and  though  differences  remain, 
they  no  longer  present  material  distinctions  between  credit  imions  and  other  insured 
depositories.  Indeed,  with  some  notable  exceptions,  the  largest  credit  imions  are  full 
service  depositories  (In  1993, 4.5  percent  of  all  credit  unions  accounted  for  55  percent  of 
total  credit  union  assets). 
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Today  the  major  distinguishing  features  of  credit  unions  are  common  bond 
provisions,  mutual  form  of  ownership,  and  no  corporate  income  taxation.  Only  credit 
unions  among  all  U.  S.  financial  service  firms  have  these  three  features  in  common.  It  is 
the  interaction  of  these  three  characteristics,  not  each  of  the  characteristics  alone,  that 
needs  to  be  considered  when  analyzing  many  of  the  policy  issues  posed  by  credit 
unions. 

Common  Bond 

Any  individual  wath  the  appropriate  financial  capabilities  can  gain  access  to  the 
services  of  any  U.  S.  financial  firm  except  credit  unions.  To  gain  access  to  the  services  of 
a  credit  union,  an  individual  must  have  both  the  appropriate  financial  capabilities  and 
fall  within  a  common  bond.  The  largest  category  of  common  bond  is  occupational. 
Approximately  three  quarters  of  credit  union  assets  are  in  credit  uiuons  orgai\ized 
around  firms  in  given  industries.  The  largest  single  membership  category  is  credit 
unions  formed  around  government  and  educational  organizations,  accounting  for  39 
percent  of  total  federally  insured  credit  union  assets  at  year-end  1993. 

Over  time  the  common  bond  restrictions  have  been  relaxed,  and  the  demand  for 
credit  union  services  has  increased.  How  thoroughly  credit  union  members  had  to 
know  each  other,  for  example,  was  relaxed  in  1967.  In  1972  the  requirement  that 
members  associate  together  was  loosened.  In  1982,  the  National  Credit  Union 
Administration  (NCUA)  was  given  the  authority  to  merge  troubled  credit  unions 
without  regard  to  common  bond.  In  addition,  a  aedit  union's  field  of  membership  can 
today  include  more  them  one  connmon  bond,  whereas  in  the  past,  a  credit  union's 
membership  could  be  selected  for  only  a  single  common  bond.  These  relaxations  have 
the  economic  effect  of  v^dening  the  access  to  whatever  benefits  exist  from  the  aedit 
union  charter,  primarily  mutual  form  and  absence  of  corporate  taxation  of  credit 
unions. 
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Mutual  Form 

Mutual  form  of  ownership  in  essence  means  that  there  are  no  shareholders  who 
own  stock  or  equity  in  a  firm.  As  a  result,  there  is  no  incentive,  as  there  is  in  a  stock 
form  of  ownership,  to  earn  a  profit  in  order  to  pay  a  return  to  the  shareholder.  Mutual 
form,  as  it  applies  to  credit  unions,  provides  ownership  to  the  members  in  proportion  to 
their  shares.  Voting  rights  are  one  member  one  vote  regardless  of  individual 
shareholdings.  Unless  the  aedit  union  is  liquidated  voluntarily,  which  happens  very 
infrequently,  retained  eanungs  represent  additions  to  the  credit  union's  capital.  If 
liquidated  voluntarily,  the  retained  earnings  are  in  general  distributed  to  the  members 
in  proportion  to  their  share  of  deposits.  In  contrast  to  credit  unions,  all  conunerdal 
banks  are  shareholder  owned.  Savings  and  loaits  began  as  mutual  institutions  but  the 
majority  of  savings  and  loans  and  most  of  their  assets  are  now  stockholder  owned. 

There  are  advantages  and  disadvantages  to  the  mutual  form  of  ownership  of 
federally  insured  depositories.  Because  managers  of  mutual  depositories  do  not  ov^m 
stock  or  stock  options  in  the  depository,  any  performance  incentives  are  directly  limited 
to  their  salary  and  tenure.  This  means  that  whatever  incentive  exists  to  take  large  risks 
in  order  to  gamer  large  returrw  in  the  form  of  stock  appreciation  does  not  exist  for 
mutual  managers.  The  potential  to  participate  in  stock  appreciation,  however,  could  be 
an  effective  way  to  attract  and  retain  more  talented  managers. 

From  the  perspiective  of  deposit  insurance,  a  major  benefit  of  mutual  form  occvirs 
should  a  depository's  condition  deteriorate.  In  stock  form  there  is  an  incentive  to  take 
increased  risk  when  a  depository  deteriorates  in  order  to  maximize  the  value  of  the 
stock.  In  mutual  form  there  is  no  such  incentive  because  there  are  no  potential  gains  to 
shareholders  and,  holding  other  influences  constant,  the  incentive  to  take  risk  is 
therefore  less.  Indeed,  during  the  1980s,  the  major  portion  of  the  resolution  costs  for 
failed  savings  and  loans  were  associated  with  stock,  not  mutual,  institutions. 
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Taxation 

Credit  unions  pay  no  corporate  income  tax.  Because  credit  uiuons  are  mutual 
institutions,  there  are  no  stockholders  in  the  sense  of  privately  or  publicly  held  firms, 
and  hence  no  stockholder  income  to  be  taxed  in  the  normal  course  of  business  for  credit 
vmions.  If,  however,  a  credit  uiuon  was  voluntarily  liquidated  and  retained  eanungs 
were  distributed  to  the  members,  the  members  would  be  taxed  at  their  individual 
marginal  tax  rates.  Earnings  distributed  to  members  without  liquidation  would  also  be 
taxed  at  the  members  individual  marginal  tax  rates.  Thus,  any  income  earned  by  credit 
uruons  is  taxed  if  not  retained. 

Income  of  privately  and  publicly  held  federally  insured  depositories  in  contrast 
is  taxed  twice,  once  at  the  corporate  level  and  once  at  the  stockholder  level  when 
dividends  are  paid  out.  Mutual  savings  and  loans  are  also  subject  to  corporate  taxation. 
The  same  is  true  of  dividend  income  of  nonfederally  insured  financial  firms.  As  credit 
unions  compete  more  directly  with  other  financial  service  firms  by  offering  more 
similar  services  to  a  widening  pool  of  members,  the  absence  of  double  taxation  and  the 
resulting  competitive  advantage  of  credit  unions  over  other  federally  insured 
depositories  or  other  noninsured  financial  firms  is  clearly  a  policy  issue. 

The  Economic. Interaction  of  Common  Bond,  Mutual  Form,  and  No  Corporate  Taxation 

The  common  bond  provisions  limit  access  to  credit  union  services  to  selected 
individuals.  This  has  the  effect  of  limiting  the  demand  for  credit  union  services  and  the 
more  stringent  (lax)  the  restrictions  on  who  can  join  a  credit  union  the  smaller  (larger)  in 
general  credit  unions  will  be.  The  mutucd  ownership  form  of  credit  unions  would  seem 
to  limit  the  riskiness  of  services  supplied  by  credit  unions.  More  specifically,  the 
riskiness  of  the  services  supplied  will  tend  to  be  lower  with  mutual  form  versus  stock 
form  of  ownership.  It  is  primarily  because  of  this  effect  of  mutual  form,  and  not  the 
absence  of  corporate  income  tax,  that  credit  unions  experienced  fewer  problems  than 
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savings  and  loans  and  commercial  banks  in  the  1980s.  Overall,  however,  the  relaxation 
of  allowable  activities  for  all  insured  depositories,  including  credit  vmions,  and  the 
relaxation  of  the  connmon  bond  restrictions  reduce  the  justification  for  tax  exemption. 

The  Effects  of  Imposing  a  Corporate  Income  Tax  of  Credit  Unions 

If  mutual  form  credit  unions  retain  all  income  and  corporate  taxes  were  imposed, 
the  effect  would  be  to  transfer  income  to  the  government  in  the  amount  of  the  corporate 
income  tax  rate  for  credit  imiorts  times  their  taxable  income.  The  imposition  of  taxes, 
however,  would  create  new  choices  and  incentives.  Credit  unioris  could  simply  change 
the  prices  of  their  services  and  products  in  an  attempt  to  generate  after-tax  income  equal 
to  previously  untaxed  income.  In  this  case  government  revenue  would  increase  and 
accretions  to  capital  would  remain  the  same  as  before  taxation. 

Credit  unions  could,  however,  let  income  fall  by  not  changing  the  pricing  of  their 
services  and  products,  thereby  preserving  the  more  beneficial  pricing  policy  to  their 
members.  Such  an  action  would  reduce  both  government  revenue  and  accretior\s  to 
capital.  Thus,  imposing  a  corporate  federal  income  tax  on  credit  unions  as  long  as  they 
are  mutual  institutions  could  have  the  effect  of  more  favorable  pricing  that  credit  union 
competitors  contend  conveys  a  competitive  advantage  to  credit  unions  while  exposing 
their  insurance  fund  and  taxpayers  to  greater  losses. 

Under  these  circumstances  the  imposition  of  a  corporate  income  tax  would  create 
incentives  initially  or  thereafter  to  eliminate  the  mutual  form.  This  would,  in  turn, 
eliminate  the  incentive  to  limit  the  riskiness  of  the  services  and  products  provided  to  the 
credit  union  members.  There  would  also  no  longer  need  to  be  common  bond 
provisions  since  there  would  be  no  subsidy  provided  by  the  absence  of  the  corporate  tax 
to  a  targeted  group.  Thus,  the  imposition  of  a  corporate  income  tax  would  eliminate  the 
unique  characteristics  of  credit  uruons  through  the  series  of  incentives  that  it  would 
create  to  increase  returns  through  greater  risk-taking  activities.  In  essence,  if  credit 
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unions  were  to  be  taxed  like  other  depositories,  there  would  no  longer  be  an 
incentive  to  impose  the  common  bond  restriction  and  restrict  ownership  to  mutual 
form. 

Natural  Person  Credit  Union  Deposits  in  Commercial  Banks,  Mutual  Savings 
Banks,  and  Savings  and  Loans 

Natural  Person  credit  unions  deposited  7.7  percent  of  their  assets  in 
commercial  banks,  savings  and  loans,  and  mutual  savings  banks  in  1993.  The 
percentage  was  as  high  as  15  percent  in  1987.  Through  the  U.S.  Central  Credit 
Union,  additional  credit  union  assets  are  deposited  in  U.S.  money  center  banks  and 
foreign  banks.   The  overall  concentration  of  credit  union  assets  in  other  depositories 
is  potentially  troubling,  because  most  of  these  deposits  are  not  explicitly  insured. 

V.  Concluding  Remarks 

Credit  Union  Policy  Options  for  the  Committee's  Consideration 

Organizational  Form:  Corporate  Credit  Unions  and  U.S.  Central  Credit  Union 
The  organization  of  the  credit  union  industry  into  three  tiers  of  natural 
person  credit  unions,  corporate  credit  unions,  and  U.S.  Central  Credit  Union  is 
questionable.  Our  assessment  is  that  there  is  no  need  for  44  separate  corporate  credit 
unions  and  U.S.  Central  to  provide  either  a  source  of  liquidity  or  a  mechanism 
through  which  to  invest  excess  funds  on  behalf  of  natural  person  credit  unions.   To 
the  extent  that  funds  deposited  at  selected  credit  unions  exceed  loan  demand, 
natural  person  credit  unions  should  be  free  to  invest  the  excess  funds  in  any  of  the 
different  corporate  credit  unions  or  U.S.  Central  as  they  wish. 
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Investment  Activities  of  Corporate  Credit  Unions  and  U.S.  Central  Credit  Union 
As  long  as  corporate  credit  unions  and  U.S.  Central  continue  to  operate,  they 
should  more  fully  disclose  financial  information  and  the  form  of  financial  disclosure 
should  be  the  same  as  all  other  federally  insured  depositories.  They,  along  with  all 
natural  person  credit  unions,  should  also  be  subjected  to  the  same  examination  and 
supervisory  standards  as  all  other  federally  insured  depositories.  At  the  moment  there 
are  substantial  differences  between  financial  reporting  requirements,  financial  reporting 
forms,  examination,  and  supervision  among  the  different  types  of  federally  insured 
depository  institutions.  These  differences  can  substantially  handicap  the  ability  of 
Congress  and  outside  analysts  to  assess  the  condition  of  insured  depositories.  In 
addition,  given  the  inaeasingly  complex  investments  of  corporate  credit  imions  and 
U.S.  Central,  for  example,  the  use  of  derivatives  and  investments  in  foreign  countries,  it 
would  be  useful  to  consider  the  temporary  allocation  of  examiners  from  the  appropriate 
commercial  bank  regulatory  agencies  to  examine  the  use  of  such  financial  instruments 
by  corporate  credit  vmions  and  U.S.  Central. 

Corporate  Governance  of  Corporate  Credit  Unions  and  U.S.  Central  Credit 
Union 

It  is  inappropriate  for  the  representatives  of  trade  assodations  to  sit  on  the  board 
of  directors  of  U.S.  Central  and  corporate  credit  unioiis.  There  is  an  inherent  conflict  of 
interest  between  the  interests  of  the  trade  assodations  in  the  promotion  of  the  credit 
union  industry,  and  the  fidudary  responsibilities  of  boards  of  directors  regarding  safety 
and  soundness  of  U.S.  Central  and  corporate  credit  imions.  The  Committee  should 
consider  whether  trade  assodation  representatives  should  continue  to  serve  as  members 
of  the  board  of  directors  of  U.S.  Central  and  corporate  credit  unions. 

Common  Bond.  Mutual  Form,  and  Corporate  Taxation  of  Credit  Unions 
As  our  testimony  indicates,  the  interaction  of  the  conunon  bond,  mutual  form, 
and  no  corporate  taxation  of  credit  unions  is  complex.  Mutual  form  may  reduce  risk. 
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The  relaxation  of  common  bond  restrictions  and  the  widening  of  allowable  asset 
restrictions  has  with  little  doubt  contributed  to  the  increase  in  the  asset  size  of  credit 
unions.  As  such,  there  is  more  competition  between  credit  unions  <ind  other  federally 
insured  depositories  who  pay  corporate  income  taxes.  Whether  a  level  playing  field 
should  be  established  among  all  federally  insured  depositories  is  an  issue  that  Congress 
should  exanune. 

Designing  Survival  Tactics  for  the  Future 

It  is  clear  that  the  total  number  of  depositories  will  continue  to  decline.  This  will 
include  federally  insured  credit  unions,  which  have  declined  from  17,350  in  1980  to 
12,317  at  year-end  1993.  This  figure  could  fall  another  one-third  over  the  next  decade. 
One  can  summarize  some  of  the  major  qualities  that  will  characterize  those  institutions 
that  will  be  among  the  survivors.  They  will  be  low-cost  providers  of  financial  products. 
They  will  have  to  generate  investment  products  as  substitutes  for  traditional  deposits. 
They  will  need  to  rely  more  heavily  upon  modem  technology  in  both  the  design  and 
effective  delivery  of  financial  products.  They  will  also  need  to  train  employees  to  sell 
the  broader  array  of  financial  products  that  they  will  offer. 

We  think  that  a  crucial  element  allowing  for  the  design  of  a  successful  strategy 
will  be  reforms  in  government  regulation  affecting  inter-industry  competition  between 
depositories  and  non-depository  financial  service  firms.  One  reform  alternative  is  to 
grant  monopoly-like  powers  where  possible  to  depositories.  This  could  be  combined 
with  new  regulatory  restrictions  on  non-depository  finandcd  service  firms  by,  for 
example,  prohibiting  mutual  funds  from  offering  check-writing  services.  This  reform  is 
essentially  an  extension  of  the  current  policy  of  attempting  to  erect  barriers  to  entry  and 
exit  in  the  provision  of  financial  services. 

Another  alternative  is  to  build  on  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act  (FIDICIA)  of  1991,  which  emphasized  prompt  corrective  actions  in 
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order  to  prevent  excessive  costs  when  depository  failures  occur.  Corrective  actions 
could  be  based  on  deterioration  in  market-value  rather  than  book-value  capital,  and 
regulatory  discretion  regarding  corrective  actioi\s  could  be  reduced  in  order  to 
eliminate  forbearance. 

A  third  approach  involves  adoption  of  some  form  of  the  narrov^-bank  proposal. 
This  approach  begins  with  the  elimination  of  deposit  insurance.  (It  should  be  noted  that 
less  than  20  percent  of  the  total  assets  of  all  financial  service  firms  are  funded  with 
federally  insured  deposits.)  This,  however,  does  not  mean  eliminating  the  protections 
that  deposit  insurance  was  designed  to  provide.  To  prevent  nms  and  to  provide 
individuals  with  a  perfectly  liquid  asset-one  that  is  payable  on  demand  at  par  with 
extremely  low  user  cost~this  proposal  would  create  a  narrow  bank  at  every  depository. 
The  assets  of  the  narrow  bank  would  be  short-term  Treasury  securities.  The  liabilities 
would  be  demand  deposits  only.  Simultaneously  the  proposal  would  eliminate  all 
other  regulatory  constraints  on  depositories  except  for  those  that  apply  to  other 
financial  service  firms,  such  as  SEC  disclosure  requirements,  consumer  protection 
requirements,  and  all  the  requirements  that  are  implicit  in  avoiding  antitrust  violations. 

Although  each  of  these  three  approaches  entails  several  controversial  aspects, 
they  appear  to  us  to  be  the  three  approaches  aroimd  which  the  future  debate  on 
government  regulation  of  depositories  will  develop.  Understanding  how  these 
alternatives  interact  with  rapidly  changing  technology,  developing  financial  service 
products  and  firms,  and  changing  demographics  is  important  to  the  future  of  credit 
unions  and  other  depositories.  Starting  now  to  gain  that  understanding  will  better 
assure  survival  and  demonstrate  that  credit  unions,  wiih  their  dose  ties  to  communities, 
fill  an  important  role  in  our  financial  marketplace. 

Again,  Mr.  Chairman,  thank  you  for  the  opportimity  to  testify  before  the 
Committee  today. 
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Vol.  19  No.  11         By  Jon<.th.m  Scerrt,  Editor  Septeaber  30,  1991 

D««r  Subscriber: 

U.S.  CBntral  Invested  $90  ailllon  In  «  b«nk  that  experts  say  helped  fund 
Iraq'*  nuclear  waapon*  prograa.  And,  despite  knovledge  of  Che  link,  the  CU 
renewed  lt«  Invescnents  In  the  midst  of  the  Culf  War,  GUIS  has  learned.  The 
Italian  Institution,  Banca  Mazlonale  d«l  Lavoro  (BNL) ,  funneled  $4.4  billion 
In  secret  and  unauthorized  loans  to  Baghdad,  according  to  the  FBI. 

"Most  of  Iraq's  nuclear  weapons  prograa  wouldn't  have  been  possible 
tfUhniir.  rh«  BNl.  r.rertlr.d,"  («iy»i  nrnnomlsr.  Pur.rlck  CUvBon  of  Che  Ffiialsn  Policy 
Research  Institute,  Philadelphia:  'The  BNL  money  gave  Iraq  the  additional 
margin  of  resources  to  continue.*  Iraq  claims  the  loans  were  used  to  finance 
agricultural  and  Industrial  purchases  frois  1985-1989.  But  the  U.S.  Justice 
Department  says  they  were  used  to  buy  military  hardware. 

"Obviously,  we  would  not  condone  syphoning  funds  to  support  Saddam 
Hussein's  government,*  says  CUNA  spokesman  Jerry  Karbon.  "When  the 
(unauthorized)  Illegal  activity  (by  BNL's  Atlanta  branch)  was  found  out,  the 
loans  were  stopped.  Why  penalize  the  bank?* 

U.S.  Central  stopped  placing  new  funds  In  BNL  when  the  scandal  broke  In 
August  1989.  Yet  the  CU  decided  against  liquidating  its  existing  investments 
and  began  Investing  in  BNL  again  last  February  --  while  U.S.  troops  were 
fighting  Iraq.  BNL  is  still  technically  involved  with  Iraq  since  the  loans, 
unserviced  since  the  war  began,  remain  on  Its  books,  says  analyst  Virginia 
Stirling  of  Thomson  BanVuatch.  The  CU  began  Investing  In  BNL  again  because  Che 
Italian  government  shored  up  BNL's  capital,  Kaxbon  says.  There's  no  way  to 
know  where  "every  single  penny  of  a  bank's  investments  go,"  he  adds. 

By  July  1,  U.S.  Central  had  pulled  all  its  money  out  of  BNL.  That's  when 
Italian  banks  were  removed  from  the  CU's  list  of  approved  Institutions  due  to 
Italy's  deteriorating  economy,  CUNA  says.  "The  exact  dates  and  amounts  of  the 
Investment  history,  at  this  point,  are  Impossible  to  determine,"  it  adds.  CUNA 
did  say  that  from  February  1991  until  July  all  of  the  CU's  BNL  investments 
were  In  overnight  Fed  funds.  And  as  of  March  29,  1990.  It  had  $90  million  In 
BNL  Investments  of  30  to  190  days,  the  Barth/Brumbaugh  study  shows  (CUIS  4/1). 

"I'm  not  happy  knowing  they're  putting  CU  money  In  areas  where  people 
are  fighting  u«,  Iraq  or  the  banks,"  says  Nick  Borato,  CEO  of  Plain  Dealer  CU 
($14  million),  Cleveland.  "We're  not  thrilled  with  It,  but  there's  only  so 
many  places  you  can  put  your  money,"  says  Cliff  DiVust,  CEO  of  Bergen  Passaic 
Postal  CU  ($53  million),  Hawthorne,  R.J. 

•  SECRET  TO  SUCCESS:  A  TOP  CU's  FORKULA  FOR  MAKING  LOANS,  MEASURING  RISK 

Here's  a  proven  way  to  quantify  risk  and  sat  loan  limits.  And  It  works 
not  only  with  auto,  consumpr,  commercial  and  real  estate  loans,  but  for  large 
end  small  CUs  alike,  says  Dave  Styler,  chief  financial  officer  at  Lockheed  FCU 
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EXECUTIVE  SUMMARY 


Role  of  U.S.  Central 


U.S.  Central  Credit  Union  is  the  credit  union  movement's  central  credit  imion,  acting  as 
its  main  intermediary  with  the  financial  markets.  Founded  in  1974,  U.S.  Central  provides 
wholesale  liquidity  services,  investment  products,  and  fmancial  services  primarily  to  its  42 
corporate  credit  union  members.  These  corporate  credit  unions,  in  turn,  provide  these  and  other 
services  to  the  approximately  13,000  credit  unions  in  the  United  States. 

As  of  August  31,  1994,  U.S.  Central  had  $20.5  billion  in  assets.  With  primary  capital 
(reserves  and  undivided  earnings)  of  $209.8  million  and  membership  shares  of  $925.8  million, 
U.S.  Central  had  a  4.0%  primary  risk-weighted  capital  ratio. 

Investments 


U.S.  Central  is  one  of  the  safest  financial  institutions  in  the  world,  with  an  enviable 
investment  record.  U.S.  Central  generally  matches  the  cash  flows  of  its  assets  and  liabilities. 
U.S.  Central  employs  derivative  instruments,  principally  interest  rate  swaps,  to  create  investment 


143 


products  for  corporate  credit  unions.    U.S.  Central  has  a  limited  portfolio  of  collateralized 
mortgage  obligations. 


Banesto 

,\s  of  June  9,  1994,  U.S.  Central  had  received  payment  in  full  of  all  principal  and 
interest  on  its  deposits  in  Banesto.  While  U.S.  Central  is  pleased  with  this  result,  it  has 
nonetheless  used  the  experience  to  strengthen  policies  and  controls  related  to  all  its  investment 
activities,  whether  international  or  domestic. 


The  Black  Report 

U.S.  Central  generally  commends  the  Black  Report  and  the  work  of  its  authors.  U.S. 
Central  is  concerned,  however,  that  it  may  be  impossible  for  a  financial  institution 
simultaneously  both  to  increase  its  capital  and  to  reduce  its  risk  tolerance.  U.S.  Central  believes 
that,  because  of  its  traditional  role  as  provider  of  wholesale  liquidity  and  investment  products, 
there  is  ample  justification  for  a  three-tiered  corporate  credit  union  network.    Further,  as  the 
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third  tier  provider,  U.S.  Central  may  well  be  positioned  to  add  significant  value  to  the  credit 
union  system  with  regulatory  treatment  that  differs  somewhat  from  that  afforded  to  other 
corporate  credit  unions. 


Interlocks  Between  Corporates  and  Leagues 

Credit  unions  in  each  state  and  region  should  be  permitted  to  choose  management  and 
board  structures  of  their  corporate  credit  unions  and  leagues  as  they  see  fit.  This  is  equally  true 
of  the  relationship  between  CUNA  and  U.S.  Central.  The  NCUA  can  and  should  use  its 
considerable  authority  to  prevent  and  prohibit  inappropriate  conflicts  of  interest,  ftaud,  and 
wrongdoing,  on  a  case-by-case  basis. 

The  reporting  relationship  between  the  president  of  U.S.  Central  and  the  president  of 
CUNA  has  been  terminated,  effective  October  1,  1994.  The  contractual  relationship  under 
which  CUNA  provides  services  to  U.S.  Central  will  be  terminated,  effective  December  31, 
1994.  However,  U.S.  Central  will  maintain  a  close,  cooperative  relationship  with  CUNA  in  the 
future,  which  may  include  each  organization  providing  services  to  the  other  on  an  arms-length 
basis. 


m 
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THE  ROLE  OF  U.S.  CENTRAL  AND  THE  SERVICES 
IT  PROVIDES  TO  OTHER  CORPORATE  CREDIT  LWIONS 


Overview  of  U.S.  Central 

The  credit  union  movement  is  a  three-tier  system,  consisting  of  (1)  natural-person  credit 
unions,  (2)  corporate  credit  unions,  and  (3)  U.S.  Central,  all  of  which  share  a  philosophy  of 
self-help,  cooperation,  and  economic  democracy.  The  first  tier  is  comprised  of  nearly  13,000 
credit  unions,  serving  approximately  65  million  Americans.  As  of  June  30,  1994,  natural-person 
credit  unions  held  $300.7  billion  in  total  assets  and  $267.8  billion  in  member  shares. 

The  second  tier  consists  of  state  and  regional  corporate  credit  unions  whose  members  are 
the  first-tier,  namral-person  credit  unions.  These  corporate  credit  unions  provide  liquidity, 
investment,  and  payment  services,  such  as  check  processing,  automated  settlement  services,  wire 
transfer,  and  securities  safekeeping  to  natural-person  credit  unions.  As  of  June  30,  1994, 
corporate  credit  unions  held  $41.5  billion  in  total  assets  and  $34.1  billion  in  member  shares. 

The  third  tier,  U.S.  Central  ~  the  credit  union  movement's  "central"  credit  union  -  is 
the  main  financial  intermediary  between  the  credit  union  movement  and  the  financial  markets. 
Created  by  the  credit  union  movement  in  1974,  U.S.  Central  was  originally  designed  as,  and 
continues  to  be,  the  ultimate  liquidity  provider  for  the  movement.  As  the  movement's  needs 
have  changed,  U.S.  Central  has  also  evolved  into  a  depository  and  investment  vehicle  for 
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corporate  credit  unions,  in  addition  to  its  role  of  providing  liquidity  and  supporting  payment 
services.  As  of  August  31,  1994,  U.S.  Central  held  $20.5  billion  in  total  assets  and  $17.8 
billion  in  member  shares  and  reserves. 

Although  U.S.  Central  is  a  wholesale  institution  ~  by  design  it  does  not  provide  flnancial 
products  and  services  to  individuals  ~  it  is  nonetheless  a  credit  union.  As  such,  U.S.  Central 
is  owned  by,  and  operated  for  the  direct  benefit  of,  its  member-owners.  Its  member-owners 
include  42  corporate  credit  unions,  52  national  and  state  level  credit  union  trade  associations, 
as  well  as  certain  other  credit  union  related  entities.  U.S.  Central  and  the  42  corporate  credit 
unions  are  known  as  the  Corporate  Credit  Union  Network  (the  "Corporate  Network"). 

U.S.  Central  provides  wholesale  liquidity  services,  investment  products  and  financial 
services  exclusively  to  its  members.  U.S.  Central's  corporate  credit  union  members,  in  turn, 
provide  similar  services  to  the  approximately  13,000  credit  unions  in  the  United  States. 

U.S.  Central's  liquidity  services  include  credit  lines,  loans,  reverse  repurchase 
transactions,  and  credit  enhancement  products  such  as  standby  letters  of  credit.  Investment 
services  provided  by  U.S.  Central  include  share  accounts,  certificates,  securities  settlement  and 
safekeeping  services. 
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U.S.  Central  also  offers  correspondent  services  such  as  data  processing,  domestic  and 
international  funds  transfer,  automated  clearing  house  transactions,  automated  settlement  with 
major  service  providers  to  credit  unions,  and  international  item  processing  and  collection. 

As  a  federally-insured  credit  union,  U.S.  Central  is  examined  at  least  annually  by  the 
National  Credit  Union  Administration  (the  "NCUA")  to  ensure  compliance  with  applicable 
NCUA  Rules  and  Regulations,  including  Part  704  (regulations  on  investments,  lending  and 
asset/liability  management).  In  addition,  U.S.  Central  is  examined  at  least  annually  by  the 
Kansas  State  Department  of  Credit  Unions,  its  primary  regulator.  Occasionally,  other  state 
regulators,  and  periodically  (in  conjunction  with  and  at  the  request  of  the  NCUA)  the  Office  of 
Comptroller  of  the  Currency,  and  the  Federal  Reserve  participate  in  examinations. 


Capitalization  of  U.S.  Central 

Because  federally-insured  credit  unions  can  only  conduct  investment  transactions  with 
corporate  credit  unions  that  are  in  compliance  with  Part  704  of  the  NCUA  Rules  and 
Regulations,  the  NCUA  effectively  regulates  the  capital  of  all  corporate  credit  unions,  including 
U.S.  Central.  Under  the  NCUA's  capital  rules,  U.S.  Central  had  total  regulatory  capital  of 
$1,136  bUlion  as  of  August  31,  1994.  This  includes  U.S.  Central's  primary  capital  of  $209.8 
million  in  reserves  and  undivided  earnings.  It  also  includes  U.S.  Central's  "membership  shares" 
of  $925.8  million.    Although  U.S.  Central's  membership  shares  do  not  meet  the  definition  of 
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qualifying  capital  under  Part  704  of  the  NCUA  Rules  and  Regulations,  the  NCUA  has  permitted 
U.S.  Central  to  count  them  as  capital  when  calculating  authorized  levels  of  investments,  loans, 
and  borrowings.  In  addition,  in  their  analyses  of  U.S.  Central,  the  various  rating  agencies  have 
concluded  that  the  permanence  of  membership  shares  justifies  considering  these  accounts  as 
"secondary"  capital  for  analytical  purposes. 

The  NCUA's  Rules  and  Regulations  require  corporate  credit  unions  to  meet  minimum 
risk- weighted  capital  ratios  of  4.0%  primary  capital  and  8.0%  total  capital.  On  August  31, 
1994,  with  assets  of  $20.5  billion,  U.S.  Central's  risk-weighted  capital  ratios  were  4.0% 
primary  capital  and  21.65%  total  capital.  On  the  same  date,  U.S.  Central  had  a  ratio  of  total 
capital  to  total  assets  of  5.5%,  and  a  1.01%  ratio  of  primary  capital  to  total  assets. 

Recognizing  the  critical  importance  of  capital  adequacy  for  a  fuiancial  institution,  U.S. 
Central  is  in  the  initial  phases  of  proposing  to  its  membership  a  plan  that  encompasses  increasing 
U.S.  Central's  core  capital,  a  commitment  to  increased  earnings,  and  —  if  necessary  —  a 
shrinkage  of  its  balance  sheet.  This  plan  will  help  assure  U.S.  Central's  compliance  with 
applicable  capital  requirements,  and  will  also  provide  U.S.  Central  the  capital  necessary  to  meet 
its  historic  role  as  the  central  source  of  credit  union  system  liquidity  and  focal  point  for  prudent 
on-balance  sheet  risk  management. 
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U.S.  Central  Reserving  Requirements 

The  NCUA  Rules  and  Regulations  prescribe  reserving  percentages  for  corporate  credit 
unions  based  on  their  capital  ratios.  These  reserving  requirements  can  be  as  high  as  25  basis 
points  or  more.'  U.S.  Central  has  traditionally  operated  as  a  "pass-through"  entity,  taking  only 
a  minimiun  of  10  basis  points  in  reserves  on  its  income  and  passing  through  other  income  as 
dividends  to  corporate  credit  unions.  Recognizing  U.S.  Central's  position  as  the  third  tier  of 
credit  union  system  reserves,  the  NCUA  has  waived  U.S.  Central's  compliance  with  the 
reserving  requirements  of  Part  704.  U.S.  Central  is  currently  permitted  to  reserve  at  one-half 
the  effective  corporate  rate,  not  to  exceed  10  basis  points.  This  regulatory  permission  expires 
on  January  25,  1995. 

By  faithfully  fulfilling  its  role  as  a  "pass-through"  instimtion,  U.S.  Central  has  enabled 
its  corporate  credit  union  members  to  reap  the  rewards  of  significantly  increased  capitalization. 
As  of  June  30,  1994,  all  42  corporate  credit  union  members  of  U.S.  Central  substantially 
exceeded  the  minimum  risk- weighted  requirements  of  4%  primary  and  8%  total  capital.   As  of 


'    Part  704.11  of  the  NCUA's  Rules  and  Regulations  establishes  the  following  reserving 
percentages  for  corporate  credit  unions,  based  on  their  risk-weighted  capital  ratios: 

Below  4%  primary  and  8%  total:  25  basis  points  (or  more) 

Between  4-6%  primary  and  8-9%  total:  20  basis  points 

Between  6-8%  primary  and  9-12%  total:  15  basis  points 

Between  8-10%  primary  and  12-15%  total:  10  basis  points 
Between  10-12%  primary  and  15-18%  total:  5  basis  points 

Greater  than  12%  primary  and  18%  total:  0  basis  points 
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June  30,  1994,  across  the  Corporate  Network,  the  ratio  of  primary  capital  to  risk-weighted  assets 
ranged  from  6.11%  to  21.67%,  and  the  ratio  of  total  capital  to  risk- weighted  assets  ranged  from 
12.21%  to  43.35%. 


INVESTMENT  ACTIYITIES,  STRATEGffiS  AND  ASSOCIATED  RISKS 
SAFETY  AND  SOUNDNESS,  APPROPRIATENESS,  AND  ECONOMIC  SUCCESS 


U.S.  Central  is  regarded  as  one  of  the  safest  fmancial  institutions  in  the  world,  with  an 
enviable  investment  record.  In  its  20-year  history,  U.S.  Central  has  never  had  a  default  loss  on 
its  investment  holdings.  U.S.  Central's  $1  billion  medium  term  note  program  carries  the  highest 
possible  long-term  debt  rating  (AAA)  from  three  of  the  four  major  U.S.  rating  agencies,  and  the 
second  highest  from  the  fourth. 

U.S.  Central's  investment  mission  is  to  provide  liquidity  to  corporate  credit  unions  and 
achieve  economies  of  scale  for  the  benefit  of  credit  unions.  Safety  and  soundness  have  always 
been  the  primary  considerations  of  all  of  U.S.  Central's  investment  activities.  U.S.  Central 
attains  these  objectives  by  meeting  the  liquidity  and  investment  needs  of  credit  unions  within  the 
credit  union  system  and  maintaining  access  to  the  capital  and  money  markets  to  meet  additional 
liquidity  or  investment  needs.  Economies  of  scale  are  achieved  by  centralization  of  highly 
professional  staff,  sophisticated  systems,  and  maintaining  a  size  needed  to  achieve  critical  mass. 
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U.S.  Central's  basic  investment  strategy  is  generally  to  match  the  cash  flows  of  our  assets 
and  liabilities.  Perfectly  matching  cash  flows  is  an  impossibility  due  to  a  wide  variety  of  factors 
including  supply  and  demand  of  securities,  market  conventions,  absolute  levels  of  rates,  payment 
calculation  methods,  etc.  Additionally,  the  types  of  securities  that  can  be  purchased  to  match 
its  liabilities  are  narrowly  limited  by  regulation  and  internal  policy. 

U.S.  Central's  policies  narrowly  limit  the  three  basic  types  of  flnancial  risk-liquidity, 
interest  rate,  and  credit.  Liquidity  risk  is  minimal.  More  than  50%  of  U.S.  Central's 
investments  mature  within  60  days.  Only  13%  of  U.S.  Central's  investments  mature  in  greater 
than  one-year  and  all  of  these  investments  either  have  corresponding  liabilities  with  similar 
maturities  or  earn  a  floating  rate  of  interest.  • 

Interest  rate  risk  is  severely  limited  by  the  required  matching  of  cash  flows  or  the  specific 
structure  of  U.S.  Central's  liabilities.  All  investments  are  with  highly  rated  institutions.  U.S. 
Central  maintains  the  asset  quality  of  its  balance  sheet  by  constantly  monitoring  the 
creditworthiness  of  all  issuers. 

U.S.  Central  has  succeeded  in  providing  safe,  sound,  and  competitive  investment  and 
liquidity  products  to  the  credit  union  system  for  20  years.  During  the  past  five  years  alone, 
U.S.  Central's  products  have  offered  more  attractive  returns  and  with  a  better  record  of  safety 
than  those  available  from  the  savings  or  banking  industries  while,  at  the  same  time,  increasing 
the  capital  of  U.S.  Central's  member  credit  unions  by  over  $200  million. 
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U.S.  Central's  Use  of  Derivatives 

U.S.  Central  generally  uses  derivatives  to  create  cash  assets  with  attractive  market 
characteristics  for  our  members.  The  risks  inherent  in  the  cash  assets  created  are  not  different 
from  the  risks  inherent  in  any  eligible  cash  investments.  In  these  types  of  transactions,  the  cash 
flows  fi-om  the  liabilities  exactly  match  the  cash  flows  from  the  assets.  Therefore,  U.S.  Central 
is  not  exposed  to  market  moves.  Using  derivatives  allows  U.S.  Central  to  provide  credit  unions 
with  investments  similar  to  those  offered  by  Government  Agencies  and  government  sponsored 
enterprises. 

U.S.  Central  can  purchase  and  sell  only  exchange  traded  futures  and  options,  all  of  which 
are  fully  margined.  Interest  rate  swap  transactions  are  entered  into  with  only  highly  rated 
counterparties.  U.S.  Central's  required  legal  documentation  gives  U.S.  Central  the  right  to 
collateralize  interest  rate  swap  transactions  and  the  ability  to  terminate  transactions  if  the  credit 
quality  of  a  counterparty  deteriorates. 

All  derivative  activity  has  been  regularly  audited  and  examined  by  several  regulators  and 
external  accountants.  In  addition,  independent  internal  compliance  and  audit  staff  monitor  these 
activities  on  an  ongoing  basis.  The  economic  position  of  all  derivative  transactions  is  regularly 
valued  and  reported  to  senior  management  and  the  Board  of  Directors. 
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U.S.  Central's  other  derivative  activity  is  limited  to  collateralized  mortgage  obligations 
and/or  REMICs  and  as  of  August  31,  1994,  is  approximately  $373  million.  U.S.  Central  does 
not  utilize  foreign  currency  derivatives. 


Recent  Enhancements  of  U.S.  Central's  Investment  Processes 

U.S.  Central  is  proud  of  its  record  of  investment  success.  Even  though  no  money  was 
lost  on  U.S.  Central's  deposits  in  Banco  Espaiiol  de  Credito,  U.S.  Central  has  used  the 
experience  as  an  opportunity  to  strengthen  investment  processes  and  systems.  This  experience 
has  only  furthered  U.S.  Central's  recognition  of  the  need  for  constant  review  and  improvement 
of  its  investment  processes.  In  keeping  with  its  emphasis  on  maintaining  safety  and  soundness 
and  assuring  member  confidence,  U.S.  Central  is  committed  to  modifications  wherever  prudently 
warranted.  Since  the  beginning  of  1994,  U.S.  Central  has  enhanced  its  investment  processes  in 
several  important  ways,  including  the  following. 

Increased  Board  Involvement  and  Oversight  -  U.S.  Central's  Asset/Liability  Committee 
(the  "ALCO")  has  been  made  a  Board  committee  chaired  and  vice-chaired  by  Board  members. 
The  ALCO  establishes  and  monitors  the  appropriate  and  prudent  financial  risk  positions  of  U.S. 
Central.  Where  appropriate,  the  ALCO  reviews  current  investment  positions  and  performance; 
evaluates  and  addresses  market  opportunities,  customer  demands  and  product 
development/modification  requirements;  and  develops  investment  strategies  consistent  with 
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investment  policies.    The  ALCO  also  has  within  its  purview  ail  significant  operational  and 
accounting  issues  related  to  investment  security  portfolio  activities. 

Additional  Investment  Monitoring  --U.S.  Central's  trading  staff  is  required  routinely  to 
monitor  credit  spreads  over  Treasuries  of  existing  investments,  in  recognition  of  the  fact  that 
certain  changes  may  indicate  deteriorating  credit  quality. 

Improved  Professional  Expertise  --  U.S.  Central  has  added  professionals  with  significant 
years  of  experience,  particularly  in  the  credit  analysis  and  asset/liability  operations  areas.  U.S. 
Central  expects  to  hire  additional  experienced  investment  and  finance  professionals  in  the 
ensuing  six  months. 

Lower  Investment  Limits  ~  The  maximum  dollar  limit  per  issuer  for  unsecured 
investments  has  been  reduced  from  two  times  membership  shares  (currently,  $1.8  billion)  to  two 
times  reserves  and  undivided  earnings  (currently,  $418  million)  for  maturities  up  to  one  year  and 
one  times  reserves  and  undivided  earnings  for  maturities  beyond  one  year.  The  methodology 
for  establishing  investment  lines  is  being  modified  to  reflect  more  closely  U.S.  Central's 
philosophy  that  the  dollar  and  mamrity  limits  of  each  investment  line  should  reflect  the 
creditworthiness  of  the  individual  approved  entity. 
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Independent,  Enhanced  Credit  Analysis  -  A  Credit  Analysis  Department,  separate  from 
all  other  departments  and  responsibilities,  and  reporting  directly  to  the  President  of  U.S.  Central, 
has  been  established. 

Increased  Avoidance  of  Credit  Risk  —  U.S.  Central's  prior  credit  risk  posture  focused  on 
the  risk  of  default  only  (e.g.  some  governments  in  Europe  and  Japan  will  not  allow  major  banks 
in  their  countries  to  default  on  obligations).  U.S.  Central's  current  credit  posture  avoids 
investment  in  any  entity  that  may  experience  serious  deterioration  in  creditworthiness,  regardless 
of  how  unlikely  default  may  be.  U.S.  Central's  current  investment  strategy  is  to  enhance  yields 
by  assuming  only  those  risks  that  can  be  quantified,  minimized,  or  both,  to  levels  judged  to  be 
acceptable. 


BANESTO 

As  of  June  9,  1994,  U.S.  Central's  involvement  with  Banco  Espanol  de  Credito 
("Banesto")  came  to  an  end.  On  that  day,  U.S.  Central  received  the  final  payment  of  principal 
and  interest  on  the  last  of  its  Banesto  deposits.  This  relationship  ended  with  no  losses  to 
U.S.  Central.  There  have  been  several  misperceptions  about  U.S.  Central's  involvement  with 
it.   To  set  the  record  straight. 
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Banesto  did  not  fail  -  The  Bank  of  Spain,  Spain's  central  bank,  forced  management  to 
step  down;  required  a  complete  audit;  and  worked  with  the  Spanish  banking  community, 
Banesto  stockholders,  employees,  and  depositors  to  restructure  Banesto's  capital;  and, 
ultimately,  orchestrated  the  sale  of  the  restructured  Banesto  to  the  second-largest 
commercial  bank  in  Spain.  Throughout  this  process,  the  Bank  of  Spain  guaranteed  to 
make  available  to  Banesto  all  the  liquid  funds  necessary  to  assure  timely  payment  of  all 
its  deposits. 

U.S.  Central  never  had  any  equity  investmera  in  Banesto  --  U.S.  Central's  sole 
relationship  with  Banesto  was  always  that  of  depositor.  U.S.  Central  placed  interest- 
bearing  deposits  in  Banesto. 

Neither  U.S.  Central,  its  members,  nor  any  taxpayers  lost  a  cent  as  a  result  of  U.S. 
Central's  deposits  in  Banesto  -  Precisely  on  time,  U.S.  Central  received  all  principal  it 
deposited  with  Banesto,  as  well  all  anticipated  interest. 

Some  have  also  emphasized  the  fact  that  U.S.  Central's  deposits  in  Banesto  were  not 

insured.   In  fact,  U.S.  Central  routinely  places  millions  of  dollars  in  deposits  with  banks  in  the 

United  States.    Because  of  the  limits  of  federal  deposit  insurance,  all  but  $100,000  of  each  of 

these  deposits  is  uninsured  as  well. 


Chronology  of  Events  Surrounding  U.S.  Central's  Banesto  Deposits 

U.S.  Central  initially  reviewed  and  approved  Banesto  as  an  investment  counterparty  in 
June,  1992.  The  initial  review  noted  a  liquid  balance  sheet,  a  solid  deposit  base,  and  margins 
somewhat  narrower  than  its  Spanish  peers.  At  a  subsequent  review  in  February,  1993, 
U.S.  Central  reaffirmed  Banesto  as  an  investment  counterparty,  limited  to  investments  with 
maturities  not  exceeding  12  months. 
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Beginning  in  March,  1993,  and  ending  on  August  5,  1993,  U.S.  Central  placed  non- 
negotiable  time  deposits  with,  and  purchased  negotiable  Euro-dollar  certificates  of  deposit  from, 
Banesto,  with  exposure  peaking  at  $395  million.  At  the  time  U.S.  Central  placed  deposits  with 
Banesto,  Banesto's  ratings  were  in  compliance  with  NCUA  regulations  and  the  then  current  U.S. 
Central  internal  policies.^ 

In  part  based  on  credit  quality  concerns  expressed  by  U.S.  Central's  credit  analysts,  and 
in  part  based  on  U.S.  Central's  determination  to  focus  on  issuer  ratings,  U.S.  Central  removed 
Banesto  from  its  list  of  approved  investment  counterparties  in  August  1993.  From  this  point  on, 
U.S.  Central  made  no  additional  deposits  in  Banesto,  and  remaining  deposits  were  permitted  to 
mature  as  scheduled. 

Even  though  no  additional  deposits  in  Banesto  were  authorized  or  contemplated,  U.S. 
Central  continued  to  monitor  its  Banesto  holdings.  In  mid-December  1993,  U.S.  Central  staff 
noted  changes  in  the  way  Banesto's  certificates  were  being  traded  relative  to  market  indices. 
Based  upon  this  information,  U.S.  Central  undertook  to  divest  its  Banesto  holdings  and 
successfully  sold  $75  million  by  December  28,  1993,  when  the  Bank  of  Spain  intervened  in 
Banesto. 


^  At  the  time  U.S.  Central  placed  deposits  with  Banesto,  Banesto  had  the  following  ratings: 

(a)  Short-term:  A-1  (Standard  &  Poor's);  P-1  (Moody's);  Al  (IBCA);  and  TBW-1  (BankWatch) 

(b)  Long-term:     Al  (Moody's);  and  A  (IBCA) 

(c)  Issuer:  C2  (IBCA);  and  B/C  (BankWatch) 
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On  December  29,  1993,  U.S.  Central  advised  the  NCUA  of  the  Banesto  situation  and. 
at  the  request  of  the  NCUA,  on  January  12,  1994,  U.S.  Central  officials  more  fiilly  briefed  the 
NCUA  Board  and  senior  staff  officials  on  the  Banesto  situation.  By  way  of  a  letter  dated 
February  4,  1994,  NCUA  Chairman  Norman  D'Amours  requested  that  U.S.  Central  voluntarily 
suspend  investments  in  international  financial  institutions.  Chairman  D'Amours  requested  that 
any  such  suspension  remain  effective  pending  a  180-day  smdy  of  the  Corporate  Network  by  a 
panel  of  independent  consultants.  At  a  special  meeting  held  on  February  4,  1994,  the  U.S. 
Central  Board  of  Directors  adopted  such  a  suspension  of  its  international  investment  activities. 

In  mid-February  1994,  senior  U.S.  Central  management  officials  traveled  to  Madrid, 
Spain.  There,  U.S.  Central  received  renewed  assurances  from  the  Bank  of  Spain  that  Banesto 
would  be  provided  all  liquidity  necessary  to  assure  that  Banesto's  deposit  obligations  were  fully 
and  timely  paid.  U.S.  Central  also  received  assurances  from  the  highest  level  officials  of 
Spain's  other  major  commercial  banks  that  the  Spanish  banking  community  was  fully  supportive 
of  Banesto  and  the  efforts  of  the  Bank  of  Spain. 

From  January  21,  1994  through  June  9,  1994,  as  scheduled,  U.S.  Central  received  full 
and  timely  payments  of  all  principal  of,  and  interest  on,  all  its  Banesto  time  deposits  and 
certificates  of  deposit. 
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U.S.  Central's  International  Investments 

Because  of  the  suspension  previously  discussed,  U.S.  Central  is  not  currently  placing  any 
new  investments  with  international  financial  institutions.  In  fact,  over  99%  of  U.S.  Central's 
investment  dollars  were  placed  with  domestic  entities  as  of  August  31,  1994.  The  remaining 
amounts  represent  international  investments  made  prior  to  the  suspension  but  which  have  not  yet 
matured. 

Under  Part  704.6  of  the  NCUA  Rules  and  Regulations,  corporate  credit  unions  are 
authorized  to  deposit  funds  in,  and  purchase  the  debt  obligations  of,  banks  chartered  in  AAA- 
rated  countries  and  which  have  assets  greater  than  U.S.  $20  billion.  In  addition,  the  NCUA  has 
granted  U.S.  Central  certain  additional  investment  authority  through  Regulatory  Orders 
(frequently  known  as  "waivers")  of  the  NCUA  Board  of  Directors.  Under  such  waivers, 
U.S.  Central  has  been  authorized  to  make  such  investments  with  financial  institutions  that  have 
been  chartered  in  countries  rated  AA/Aa2  or  higher,'  and  have  total  assets  in  excess  of  U.S. 
$5  billion. 

In  addition  to  these  regulatory  requirements,  U.S.  Central  has  internal  international 
investment  policies  and  practices.   These  include  country  limits,  institution  limits,  and  maturity 


'  Of  the  23  countries  other  than  the  United  States  that  comprise  the  Organization  of 
Economic  Cooperation  and  Development,  U.S.  Central  has  approved  instinitions  in  the  following 
AAA-  and  AA-  rated  countries:  Australia,  Austria,  Belgium,  Canada,  Denmark,  Finland, 
France,  Germany,  Italy,  Japan,  The  Netheriands,  Spain,  Sweden,  Switzerland,  and  the  United 
Kingdom. 
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limits*  U.S.  Central's  policies  and  practices  also  include  limits  based  on  issuer  ratings 
(reflecting  the  issuer's  overall  creditworthiness)  and  investment  ratings  (reflecting  the  likelihood 
that  an  investment  return  will  be  as  contemplated). 

It  is  widely  accepted  that  rating  agency  evaluations  and  reports  can  be  and  are  useful 
analytical  tools.  In  addition,  the  regulatory  permissibility  of  certain  investments  is  based  on 
minimum  ratings.  These  statements  notwithstanding,  U.S.  Central  recognizes  that  ratings  can 
be  lagging  indicators  of  credit  deterioration.  Accordingly,  U.S.  Central  is  taking  steps  to 
enhance  its  credit  analysis  processes  to  be  less  dependent  upon  ratings  and  to  assure  independent, 
thorough  analysis  of  all  its  counterparties  -  whether  international  or  domestic. 

THE  BLACK  COMMITTEE  FINDINGS  AND  RECOMMENDATIONS 

In  July  1994,  an  independent  panel  of  experts,  chaired  by  former  NCUA  Board  member 
Dr.  Harold  A.  Black,  delivered  a  report  to  the  NCUA  entitled  "Corporate  Credit  Union  Network 
Investments:  Risks  and  Risk  Management,  Current  Status  and  Recommendations".  In 
preparation  for  their  study,  Dr.  Black  and  his  associates  conducted  a  thorough,  deliberate  and 
well  researched  interview  of  U.S.  Central's  management  in  a  highly  professional  atmosphere. 


*  U.S.  Central's  country  limits  are  designed  to  limit  the  aggregate  amount  which  may  be 
placed  in  the  direct  obligations  of  foreign  institutions  of  a  single  country,  other  than  the  United 
States.  Institution  limits  are  intended  to  place  a  ceiling  on  the  aggregate  investments  in  one 
counterparty  and  all  its  affiliates.  U.S.  Central's  investment  policies  and  practices  also  include 
maturity  limits,  based  on  the  recognition  that,  depending  on  the  investment,  there  can  be  a 
significant  relationship  between  risk  and  duration. 
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It  was  therefore  no  surprise  to  U.S.  Central  that  this  rej)ort  (the  "Black  Report")  generally  bore 
similar  characteristics  as  to  its  completeness,  considered  opinions  and  practical  significance. 

Findings  and  Recommendations  Regarding  Capital  and  Risk  Tolerance 

The  Black  Report  strongly  supports  greater  levels  of  primary  capital  for  U.S.  Central  and 
increased  capital  for  the  Corporate  Network  as  a  whole.  The  Black  Report  also  proposes  and 
supports  many  findings  which  are  intended  either  to  improve  the  quality  of  or  reduce  certain 
risks  associated  with  particular  types  of  investment  assets. 

These  positions  may  be  inconsistent.  If  capital  levels  are  increased,  a  corporate  credit 
union  may  be  better  positioned  to  engage  in  activities  entailing  somewhat  greater  risk  levels. 
Conversely,  if  the  scope  and  nature  of  permitted  investment  activities  are  narrowly  defined  -  so 
as  to  limit  the  assimiption  of  risk  -  then  greater  capital  levels  are  not  required. 

The  Black  Report's  sound  and  rational  arguments  in  support  of  high  capital  standards  are 
well  documented,  as  are  the  arguments  for  the  various  risk  reducing  measures  unique  to  specific 
permitted  investments.  However,  U.S.  Central  was  somewhat  surprised  that  the  report 
concluded  by  recommending  the  implementation  of  both  strategies.  U.S.  Central  believes 
pursuing  both  strategies  simultaneously  entails  its  own  set  of  risks. 
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This  country's  financial  institutions  regulators  have  generally  accepted  the  logic  of 
balancing  the  inherent  and  assumed  risks  of  an  institution  with  commensurate  levels  of  capital  - 
one  offsetting  the  other.  One  of  the  significant  consequences  of  this  balance  is  that  participants 
in  the  financial  marketplace  have  identified,  and  fulfilled,  the  fmancial  needs  and  requirements 
of  their  customers  and  members.  In  so  doing,  credit  unions,  banks,  thrifts,  and  non-fmancial 
institutions  have  managed,  through  generally  healthy  competition,  to  work  out  a  segmentation 
of  the  market.  While  market  segmentation  and  market  share  are  continually  evolving,  were  the 
hand  of  regulation  to  constrain  credit  unions  and,  albeit  unintentionally,  benefit  our  financial 
marketplace  competitors,  the  effects  on  the  entire  credit  union  movement  would  be  detrimental. 

Before  the  Congress  or  the  NCUA  considers  modifying  this  risk/capital  balance,  further 
study  should  be  given  to  the  concern  that  such  a  move  would  have  the  potential  to  increase  the 
costs  credit  unions  incur  in  providing  services  to  their  members.  In  no  way  is  U.S.  Central 
suggesting  that  measures  designed  to  improve  the  safety  and  soundness  of  credit  union 
institutions  not  be  considered.  We  suggest  only  that  deliberation  be  given  to  the  costs, 
particularly  the  potential  for  loss  of  membership  and  market  share,  that  could  accompany  any 
such  development  —  no  matter  how  well  intentioned. 

Findings  and  Recommendations  Regarding  Derivatives 

The  Black  Report  devotes  considerable  attention  to  investments  in  foreign  institutions  and 
to  the  use  of  interest  rate  swaps  and  futures  contracts.    U.S.  Central  concurs  with  the  authors 
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when  they  find  that  the  elements  of  credit,  hquidity  and  interest  rate  risk  inherent  in  these 
instruments  require  their  use  by  only  appropriately  trained  and  equipped  investment  professionals 
operating  in  an  environment  with  adequate  oversight.  Furthermore,  U.S.  Central  believes  this 
is  necessary  and  appropriate  for  all  investments.  However,  after  these  requirements  have  been 
met,  U.S.  Central  believes  it  is  critical  to  allow  management  the  discretion  to  make  prudent 
investment  decisions. 

Findings  and  Recommendations  Regarding  System  Structure 

The  Black  Report  recognizes  that  the  Corporate  Network  structure  is  being  redefined  and 
recommends  that  "the  NCUA  anticipate  market  occurrences  and  take  no  action  that  would  inhibit 
market  forces  from  redefining  the  current  three-tier  system. "  The  Black  Report  also  states  that 
"many  of  the  distinctions  between  U.S.  Central  and  other  corporates  are  arbitrary"  and 
recommends  that  they  be  eliminated.  U.S.  Central  agrees  as  strongly  with  the  first 
reconmiendation  as  it  disagrees  with  the  latter. 

U.S.  Central  is  proud,  not  only  of  its  distinguished  record  of  successful  service  to  its 
members,  but  also  of  its  leadership  role  within  the  Corporate  Network.  Within  the  past  month, 
U.S.  Central  has  taken  on  the  challenge  of  being  one  of  the  catalysts  for  change  in  the  Corporate 
Network. 
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U.S.  Central  has  reaffirmed  its  commitment  to  supporting  corporate  credit  unions  in  their 
service  to  natural-person  credit  unions.  In  this  way,  U.S.  Central  sees  the  value  of,  and  expects 
to  continue  to  play  an  important  and  vital  role,  as  the  third  tier  of  the  credit  union  system.  U.S. 
Central  will  renew  its  focus  on  providing  system-wide  liquidity;  develop  a  state-of-the-art 
national  settlement  system;  and  will  develop  an  electronic  communication  system  to  facilitate  the 
electronic  delivery  of  services  to  corporate  credit  unions  and,  through  them,  to  credit  unions. 

U.S.  Central  is  also  committing  itself  to  capital  adequacy,  through  increasing  core 
capital,  increasing  earnings,  and  ~  if  necessary  ~  shrinking  its  balance  sheet.  In  support  of 
these  initiatives,  U.S.  Central  is  committed  to  an  improved  alignment  of  its  voting  strucmre  with 
the  fmancial  interests  of  its  members.  Finally,  U.S.  Central,  like  many  organizations  within  the 
credit  union  system,  and  credit  union  regulators,  recognizes  the  inevitability  of  corporate 
consolidations.  Accordingly,  U.S.  Central  is  committed  to  support  the  consolidation  of 
corporate  credit  unions  through  the  development  of  appropriate  corporate  support  services  and 
the  identification  of  methods  to  facilitate  these  consolidations. 


U.S.  CENTRAL'S  POSITION  ON  NCUA'S  PROPOSAL 

REGARDING  MANAGEMENT  INTERLOCKS 

BETWEEN  CORPORATE  CREDIT  UNIONS  AND  LEAGUES 


On  the  state  level  of  the  credit  union  system,  there  are  52  state  trade  associations,  or 
"leagues"  that  comprise  the  membership  of  the  Credit  Union  National  Association  ("CUNA"). 
These  leagues  enjoy  as  great  a  variety  of  relationship  strucmres  with  the  42  corporate  credit 
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union  members  of  U.S.  Central  as  can  be  imagined.  As  the  NCUA  has  noted,  "[t]he  history  of 
the  ties  between  corporate  credit  unions  and  trade  associations  is  a  long  and,  for  the  most  part, 
successful  one. "'  There  are  leagues  and  corporate  credit  unions  that  are  so  integrated  as  to  be 
almost  indistinguishable.  On  the  other  hand,  there  are  leagues  and  corporate  credit  unions  that 
are  so  non-integrated  that  they  can  fairly  be  described  as  competitors.  In  each  case,  the 
membership  of  the  respective  league  and  corporate  credit  union  is  virtually  identical.  This 
results  in  a  unity  of  fmancial  and  nonflnancial  interests.  Where  there  is  such  an  identity  of 
membership,  it  seems  consistent  with  the  democratic  principles  on  which  the  credit  union 
movement  was  founded  that  those  members  decide  for  themselves  the  best  way  to  receive 
financial  products  and  services. 

This  is  not  to  suggest  that  it  is  appropriate  for  federal  and  state  credit  union  regulatory 
bodies  to  ignore  abuses  or  violations  of  applicable  law  or  regulations.  On  the  contrary,  we 
believe  such  bodies  should  examine  institutions  for  any  evidence  of  conflict  of  interest,  waste, 
abuse,  fraud,  mismanagement,  and  the  like.  Regulators  possess  the  appropriate  statutory  and 
regulatory  tools  to  deal  with  any  such  situations,  and  should  act  aggressively  to  correct  structures 
where  any  of  these  problems  exists.  In  the  current  corporate  credit  union  structure,  regulatory 
examiners  can,  should,  and  do  examine  for  conflicts  of  interest  in  transactions  between  trade 
associations  and  corporate  credit  unions.  Any  inappropriate  flow  of  funds  from  the  corporate 
to  the  trade  association  should  be  challenged  and  stopped.  Any  pattern  of  such  practices  would 


'  National  Credit  Union  Administration,  Advance  Notice  of  Proposed  Rulemaking,  59  F.R. 
18,503,  April  19,  1994. 
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warrant  aggressive  regulatory  action  to  prohibit  and  prevent  any  recurrence.  This  approach  to 
preventing  self-serving  domination  of  a  corporate  credit  union  by  a  trade  association  is 
achievable  and  practical  with  the  current  credit  union  regulatory  structure. 

Public  accounting  firms  for  each  integrated  corporate  should  be  directed  to  seek  evidence 
of  any  inappropriate  flow  of  funds  between  a  corporate  and  a  trade  association  to  assist 
regulators  in  detecting  any  improprieties.  Public  accounting  firm  reports  are  available  to  the 
regulator  and  could  serve  as  a  valuable  tool  in  discovering  and  preventing  conflicts  of  interest 
if  accounting  firms  were  specifically  directed  to  examine  for  such  evidence. 

The  difficulty  with  regulating  an  absolute  prohibition  of  a  practice  based  on  the 
perception  that  something  undesirable  might  happen  is  the  sometimes  negative,  unintended 
consequences  of  the  blanket  prohibition.  There  exist  today  many  integrated  corporates  where 
there  is  absolutely  no  conflict  of  interest  or  abuse.  The  existing  structure  effectively  and 
efficiently  serves  its  member  credit  unions.  Mandated  total  separation  of  the  entities  involved 
would  severely  degrade  the  efficiency  of  the  service  to  some  member  credit  unions.  In  some 
cases,  a  stand-alone  corporate  credit  union  may  simply  not  be  viable,  leaving  many  small  credit 
unions  without  the  strong  support  they  currently  receive  from  the  corporate  credit  union. 

Generally  speaking,  corporate  credit  unions  have  evolved,  without  regulatory 
intervention,  to  the  organizational  structures  that  best  serve  their  member  credit  unions.  In  many 
cases,  this  has  resulted  in  the  complete  separation  of  the  corporate  credit  union  from  the  state 
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trade  association.   The  member  credit  unions  have  made  this  happen  at  the  point  in  time  when 
it  was  appropriate  in  their  given  circumstances. 

This  evolution  is  continuing  as  member  credit  unions  seek  to  further  improve  the  quality 
and  efficiency  of  services  they  receive.  Credit  unions  have  reacted  to  changes  in  their  activities 
and  needs  by  revising  corporate  credit  union  structures  to  better  serve  their  needs.  Credit  unions 
also  react  to  financial  market  changes  and  will  continue  to  restructure  their  corporate  credit 
unions  to  meet  their  needs. 

There  is  today  serious  discussion  of  restructuring  corporates  by  the  merger  process.  The 
BEI  Golembe  Corporate  Credit  Union  Study  jointly  commissioned  by  the  group  of  42  corporate 
credit  unions  in  1992  concluded  and  reported  that  corporate  credit  union  mergers  could  improve 
the  efficiency  of  the  service  delivery  system.  The  Black  Report  issued  in  connection  with  the 
corporate  credit  union  study  commissioned  by  the  NCUA  reached  the  same  conclusion.  Many 
corporate  credit  unions  are  actively  analyzing  this  alternative  for  their  fuUire.  Discussions  are 
occurring  between  corporate  credit  unions  to  devise  a  workable  merger  structure.  In  August 
1994,  U.S.  Central  announced  that  its  future  strategic  direction  would  include  facilitating 
mergers  of  existing  corporate  credit  unions. 

This  narrative  is  related  only  to  demonstrate  that  the  structure  of  corporate  credit  unions 
has  changed  over  the  years,  and  is  on  the  verge  of  further  significant  change.  This  change  has 
occurred,  and  is  continuing  at  the  initiative  of  the  affected  credit  unions,  without  regulatory 
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mandate.  Few  would  deny  regulatory  influence  on  the  overall  evolution  of  corporate  credit 
union  structures,  or  that  much  of  that  influence  has  been  positive.  But  up  to  this  point, 
regulatory  mandate  has  been  avoided. 

Just  over  the  past  year,  major  changes  have  occurred  in  U.S.  Central's  structure.  In 
early  1994,  the  composition  of  U.S.  Central's  Board  of  Directors  was  modified  to  significantly 
improve  the  balance  of  representation.  Under  the  previous  strucmre,  corporate  credit  unions  had 
two  representatives,  although  only  one  member  was  elected  from  among  U.S.  Central's 
corporate  credit  union  membership.*  The  revised  (current)  strucmre  provides  for  three  Board 
members  to  be  officers  or  directors  of  corporate  members  only.  The  make-up  of  U.S.  Central's 
current  Board  includes  three  corporate  credit  union  executives,  three  natural  person  credit  union 
executives,  and  three  credit  union  trade  association  executives  (one  from  CUNA  and  two  from 


*   Under  the  U.S.  Central  Board  strucmre  prior  to  March  1994,  the  number  of  Directors 
comprising  the  Board  was  seven,  including  the  following  individuals: 

(a)  Chairman  of  the  Board  of  CUNA; 

(b)  President  of  CUNA; 

(c)  Chairman  of  the  Association  of  Credit  Union  League  Executives  ("ACULE"), 
who  will  be  the  Chairman  of  U.S.  Central's  Board  of  Directors; 

(d)  Chairman  of  the  ACULE  Corporate  Forum  Committee; 

(e)  Vice  Chairman  of  ACULE; 

(f)  Any  person  designated  as  a  "qualified  representative"  of  a  member  corporate 
credit  union  to  seek  election  as  a  U.S.  Central  Director  by  official  action  of  the 
board  of  directors  of  such  member;  and 

(g)  A  Kansas  resident  designated  by  the  Board  of  Directors  of  the  Kansas  Credit 
Union  League  to  seek  election  as  a  U.S.  Central  Director. 

Under  the  Bylaws  as  then  in  effect,  no  U.S.  Central  Directors  were  compensated  for  their 
services  as  U.S.  Central  Directors. 
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state  trade  associations).  This  balanced  representation  from  all  of  U.S.  Central's  constituencies 
has  remarkably  improved  the  decision-making  process  at  U.S.  Central. 

More  recently,  major  changes  in  the  management  structure  of  U.S.  Central  have  been 
made.  These  changes  are  the  result  of  recent  joint  action  by  the  Board  of  Directors  of 
U.S.  Central  and  the  CUNA  Board  of  Directors  Executive  Committee.  This  recent  joint  action 
eliminates  all  management  interlock  or  overlap  between  U.S.  Central  and  CUNA.  The  President 
of  U.S.  Central,  who  previously  reported  to  the  President  of  CUNA,  is  now  the  chief  executive 
officer  of  U.S.  Central  and  reports  directly  -  and  only  -  to  the  U.S.  Central  Board.  The 
President  of  CUNA  has  entirely  relinquished  his  management  role  at  U.S.  Central. 

These  are  major,  and  some  might  say  overdue,  changes.  But  they  have  occurred  and  are 
occurring  within  the  current  "credit  union  system"  structure  with  influence  appropriately 
provided  by  the  regulators.  These  changes  have  come  about  without  regulatory  mandate  for  a 
single  organizational  structure  to  be  imposed  on  all  corporates  regardless  of  consequences. 
Credit  union  leaders  move  slowly  and  deliberately  through  the  democratic  process  of 
restructuring  their  organizations.  With  the  influence  of  regulatory  input,  they  continue  progress 
in  a  positive  direction.  They  have  demonstrated  this  with  a  track  record  of  no  failures,  or  even 
near  failures,  which  have  even  suggested  a  need  for  taxpayer  bailout  of  any  credit  union 
institution. 
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The  objective  of  the  credit  union  regulators  and  our  credit  union  leaders  is  the  same  - 
the  provision  of  safe  and  sound  financial  services  to  American  consumers  and  savers.  Continued 
provision  of  such  services  can  be  accomplished  with  the  current  regulatory  tools  available 
through  strong  examination  and  enforcement  actions  by  the  regulators.  Identification  of  actual 
abuses  or  conflicts  of  interest  can  be  achieved  through  stringent  examination  processes  and 
aggressive  enforcement  actions.  NCUA  Chairman  D'Amours  has  taken  major  restructuring 
actions  within  his  agency  to  significantly  upgrade  the  quality  of  the  corporate  credit  union 
supervisory  staff,  and  to  focus  needed  attention  on  corporate  credit  union  activities.  With  these 
improvements  and  the  current  regulatory  apparatus,  the  NCUA  can  assure  the  continued  safety 
and  soundness  of  corporate  credit  unions  using  its  examination  and  enforcement  processes,  and 
its  influence  on  credit  union  leaders. 


RELATIONSHIPS  BETWEEN  U.S.  CENTRAL 
AND  CREDIT  UNION  NATIONAL  ASSOCUTION 

Until  very  recently,  U.S.  Central  and  CUNA  have  had  various  financial  and  nonfmancial 

interrelationships.  Because  of  the  joint  action  recently  taken  by  the  Boards  of  U.S.  Central  and 

CUNA,  however,  many  of  these  interrelationships  have  been  or  will  be  eliminated,  and  broad 

changes  in  the  nature  and  extent  of  others  are  anticipated. 
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Services  and  Management 

There  is  a  "shared  service  agreement"  between  CUNA  and  CUNA  Service  Group,  Inc. 
("CSG"  or  "CUNA  Service  Group"),  on  the  one  hand,  and  U.S.  Central,  on  the  other,  for 
services  provided  to  U.S.  Central  in  the  areas  of  economics  and  statistics,  communications, 
product  development,  legal,  marketing,  and  governmental  relations.  Service  levels  and  costs 
fluctuate  with  product  volume  and  annual  resource  usage.  Since  the  beginning  of  1989,  the 
annual  payments  by  U.S.  Central  to  CUNA  for  shared  services  have  generally  declined  --  from 
a  peak  of  $1.44  million  for  1990,  to  approximately  $782,000  budgeted  for  this  year.^ 

Under  the  shared  services  agreement,  (a)  CUNA's  President  and  CEO  has  been  retained 
as  U.S.  Central's  CEO,  and  (b)  CUNA's  Senior  Vice  President  of  Administration  has  provided 
consultant  services  to  U.S.  Central.  In  addition,  the  General  Counsel  of  CUNA  and  Affiliates 
has  been  designated  the  General  Counsel  of  U.S.  Central.  The  President  of  U.S.  Central  has 
been  designated  Executive  Vice  President  of  CUNA  and  Affiliates,  but  has  received  no 
additional  compensation  for  this  role. 


'    Aggregate  annual  payments  by  U.S.  Central  to  CUNA  and  CSG  for  these  services  for 
recent  years  are: 


1989 

$1,180,000 

1990 

$1,440,000 

1991 

$1,107,000 

1992 

$  966,000 

1993 

$  936,000 

1994 

$  782,000  (Budgeted) 
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Under  the  joint  action  of  U.S.  Central  and  CUNA,  the  shared  services  agreement  will 
be  terminated,  effective  December  31,  1994.  Thereafter,  U.S.  Central  may,  at  its  discretion, 
continue  to  seek  the  resources  of  CUNA  or  any  of  its  affiliates.  Each  of  the  management 
relationships  between  U.S.  Central  and  CUNA,  including  those  provided  for  under  the  shared 
services  agreement,  has  been  terminated,  effective  October  1,  1994. 

U.S.  Central  Board  of  Directors 

Under  amendments  to  U.S.  Central's  Bylaws,  approved  by  the  membership  and  effective 
on  March  16,  1994,  U.S.  Central's  Board  is  fixed  at  nine  members,  including  three  individuals 
who  represent  national  level  credit  union  organization  members  of  U.S.  Central.  To  be  eligible 
for  nomination  to  be  elected  to  the  U.S.  Central  Board,  each  such  individual  must  be  (a)  an 
officer  of  or  employed  by  a  national  level  credit  union  organization,  and  (b)  certified  by  the 
Chairman  of  CUNA  as  having  been  designated  by  official  action  of  the  Board  of  CUNA. 
Currently ,  the  Chairman,  the  Vice  Chairman,  and  the  President  and  CEO  of  CUNA  hold  these 
three  seats  on  the  Board  of  Directors  of  U.S.  Central.  No  Directors  of  U.S.  Central,  including 
these  three  individuals,  are  or  ever  have  been  compensated  for  their  services  as  U.S.  Central 
Directors. 
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Other  Financial  Relationships 

There  are  several  organizations,  formal  and  informal  affiliates  of  CUNA,  that  are 
members  of  U.S.  Central  and  have  borrowing  arrangements  with  U.S.  Central.  These 
organizations  include  CUNA  Mutual  Insurance  Society/  CUNA  Mortgage  Corporation,'  and 
Corporate  Network  Brokerage  Services,  Inc.'"  The  terms  of  each  of  these  arrangements  are 
no  more  favorable  to  those  borrowers  than  the  terms  afforded  to  other  members  of  U.S.  Central. 


'  CUNA  Mutual  Insurance  Society  ("CUNA  Mutual")  is  a  member  of  U.S.  Central. 
CUNA  Mutual  has  seven  financial  service  subsidiaries  which  market  a  comprehensive  range  of 
group  and  individual  insurance  coverages  for  credit  unions  and  their  members,  and  provide  a 
variety  of  related  programs  and  services.  Although  not  affiliates  in  any  legal  sense,  CUNA 
Mutual  and  CUNA  cooperate  in  the  development  and  delivery  of  services  for  credit  unions. 
U.S.  Central  has  extended  to  CUNA  Mutual  a  $1  million  line  of  credit,  secured  by  $1  million 
in  Treasury  notes  held  by  U.S.  Central's  safekeeping  agent.  The  terms  of  this  arrangement  are 
no  more  favorable  to  CUNA  Mutual  than  those  afforded  to  other  members  of  U.S.  Central. 

'  CUNA  Mortgage  Corporation  ("CUNA  Mortgage")  is  also  a  member  of  U.S.  Central. 
CUNA  Mortgage  is  wholly-owned  in  equal  proportions  by  CUNA  Mutual  Investment 
Corporation  (a  wholly-owned  subsidiary  of  CUNA  Mutual)  and  CUNA  Service  Group.  In 
March  1992,  U.S.  Central  became  a  participant  with  three  other  financial  institutions  in  a 
mortgage  warehousing  line  of  credit  to  CUNA  Mortgage.  Together,  the  participants  extend  a 
$100  million  line  of  credit  to  CUNA  Mortgage,  with  U.S.  Central  having  a  $45  million 
participation  interest.  First  Bank  of  Minneapolis,  as  the  lead  bank,  performs  agent  bank  duties 
for  the  other  participating  institutions.  Advances  are  secured  by  conforming  first  mortgage 
residential  real  estate  loans.  The  terms  of  this  arrangement  are  no  more  favorable  to  CUNA 
Mortgage  than  those  afforded  to  other  members  of  U.S.  Central. 

'"  Corporate  Network  Brokerage  Services,  Inc.  ("CNBS")  was  organized  as  a  wholly-owned 
subsidiary  of  CNBS  Holding  Company,  Inc.  to  provide  a  national  instimtional  brokerage  service 
to  credit  unions  in  cooperation  with  the  Corporate  Network.  CNBS  is  a  registered  broker/dealer 
and  investment  adviser  operating  exclusively  for  the  benefit  of  credit  unions.  U.S.  Central  owns 
70%,  while  CUNA  Service  Group  and  CUNA  Mumal  Investment  Corporation  each  owns  15%, 
of  the  outstanding  stock  of  CNBS  Holding  Company,  Inc.  CNBS  is  a  member  of  U.S.  Central. 
U.S.  Central  has  extended  a  $25  million  credit  line  to  CNBS.  The  line  stands  as  a  back  up  for 
settling  security  transactions.  Collateral  consists  of  U.S.  Treasury  and  agency  securities  held 
by  U.S.  Central's  safekeeping  agent.  The  terms  of  this  arrangement  are  no  more  favorable  to 
CNBS  than  those  afforded  to  other  members  of  U.S.  Central. 
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CONCLUSION 

U.S.  Central  is  fully  aware  that  there  is  keen  interest,  among  a  variety  of  constituencies, 
in  its  actions.  U.S.  Central  is  also  cognizant  of  the  related  "perception"  and  "political"  risks 
that  accompany  our  decisions.  In  light  of  all  these  factors  and  considerations,  the  Board  and 
management  of  U.S.  Central  are  continually  challenged  and  motivated  to  make  those  decisions 
and  judgments  which  we  think  are  in  the  best  interests  of  the  institution,  its  members  and  credit 
unions. 
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Testimony  Concerning  the  Financial  Condition, 

Investment  Practices  and  Capital  Levels  of 

Corporate  Credit  Unions 

October  6,  1994 


Chairman  Gonzales  and  Members  of  the  House  Committee  on  Banking,  Finance 
and  Urban  Affairs,  I  am  Richard  M.  Johnson,  President  and  Chief  Executive  Officer  of 
Western  Corporate  Federal  Credit  Union  (WesCorp).  Thank  you  for  this  opportunity  to 
appear  before  your  Committee  to  present  information  on  WesCorp' s  role,  investment 
activities  and  relationship  with  U.S.  Central;  and  to  express  oiu-  views  regarding  the 
NCUA-commissioned  Corporate  Credit  Union  Committee  report,  and  NCUA's 
proposal  regarding  management  interlocks  between  corporate  credit  unions  and  state 
leagues. 

Section  1:      "A  discussion  of  the  role  of  WesCorp,  including  a  description  of  the 
services  it  provides  to  natural  person  credit  unions." 

WesCorp  is  a  regional,  not-for-profit  corporate  credit  union,  which  was 
established  in  1969,  with  $481,  contributed  by  11  founding  credit  union  officials. 

WesCorp's  field  of  membership  includes  credit  unions  with  offices  in  nine 
Western  states,  and  the  U.S.  territories  of  Guam  and  American  Samoa.  Our  corporate 
office  is  located  in  San  Dimas,  California. 


177 

The  concept  of  corporate  credit  unions  is  relatively  new.  Up  through  the  1960s, 
a  few  large  credit  unions  tried  to  provide  liquidity  services  for  the  smaller  ones,  while 
handling  their  own  members'  credit  needs.  But  generally,  credit  unions  had  to  rely  on 
outside  institutions  for  financial  services.  As  the  credit  union  movement  gained 
momentum,  the  need  for  a  low-cost  financial  alternative  from  within  the  credit  union 
community  became  clear. 

WesCorp  was  bom  of  that  need.  Established  as  California  Central  FCU  in  1969, 
the  corporate's  name  was  changed  in  1977  to  better  reflect  our  regional  status. 

Initially,  corporates  were  formed  to  assist  credit  unions  with  their  liquidity  and 
cash-management  needs.  A  corporate  would  simply  pool  invested  funds  and  lend  them 
to  credit  unions  during  a  liquidity  shortage. 

With  the  Monetary  Control  Act  of  1980,  the  role  of  corporates  evolved. 
Competition  for  consumer  members'  accounts  increased,  making  it  necessary  for 
WesCorp — and  all  corporates — to  expand  service  offerings  to  support  the  changing 
needs  of  credit  unions,  in  support  of  their  own  members. 

But  WesCorp's  purpose  has  remained  constant  for  25  years:  to  meet  the 
wholesale  financial  needs  of  our  member/owner  credit  unions.  By  investing  credit 
unions'  surplus  funds;  lending  them  funds  for  liquidity  needs;  and  handling  their 
setUement,  payment-system  and  funds-transfer  services,  WesCorp  helps 
member/owners  maximize  their  earnings  on  deposits,  and  reduce  the  cost  of  doing 
business,  both  in  terms  of  low  fees  and  affordable  credit. 
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As  of  August  31,  1994,  WesCoip's  assets  were  $12.9  billion,  member  deposits 
were  $10.8  billion,  and  our  reserves  (capital  base)  stood  at  $257.0  million.  While  this 
amounts  to  approximately  2  percent  on  an  absolute  basis,  it  is  nonetheless  substantial 
considering  WesCoip's  asset  quality.  Total  capital,  including  subordinated  member 
capital  share  deposits,  is  $455  million.  Currently,  the  only  way  we  build  primary 
capital  is  through  contributions  to  retained  earnings.  Primary  risk-adjusted  capital 
stands  at  10.05  percent,  and  total  risk-adjusted  capital  (which  includes  member  capital 
share  deposits)  is  17.82  percent.  WesCorp  is  the  best  capitalized  of  any  corporate  in 
the  nation. 

Because  WesCorp  is  a  not-for-profit  fmancial  cooperative,  just  like  our 
member/owner  credit  unions,  we  are  not  in  competition  with  them — unlike  the  banks 
with  which  they  were  once  consigned  to  do  business.  Rather,  WesCorp  exists  to  help 
make  credit  unions  stronger,  safer  and  better  able  to  meet  the  needs  of  their  own 
consumer  members. 

Investment  Services 

A  key  way  in  which  WesCorp  fulfills  our  purpose  is  through  our  investment 
services.  Investment  of  credit  unions'  surplus  funds  (deposits  not  lent  out)  has  become 
a  primary  business  for  most  corporates  in  recent  times.  Because  corporates  are  closely 
regulated  and  monitored  by  NCUA,  we  believe  NCUA  should  continue  to  encourage 
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credit  unions  to  invest  within  the  corporate  system.  However,  credit  unions  also  should 
carefully  examine  all  financial  institutions,  including  WesCorp,  and  other 
intermediaries  with  which  they  invest,  regardless  of  their  affiliation. 

WesCorp  provides  a  variety  of  investment  services  to  satisfy  member/owners' 
need  for  a  safe,  competitive  place  to  invest  their  surplus  funds,  including  variable-rate 
and  fixed-rate  certificates,  with  varying  maturities  up  to  five  years,  as  well  as  overnight 
accounts. 

WesCorp  has  been  granted  an  institutional  (senior  obligations)  rating  of  AA+ 
from  Fitch  Investors  Service,  as  well  as  the  highest  ratings  for  a  proposed  commercial- 
paper  program  from  Fitch  Investors  Service,  Moody's  Investors  Service,  and  Standard 
&  Poor's  Corporation  (F1+,  PI  and  A1+,  respectively). 

In  giving  WesCorp  its  institutional  rating  of  AA+,  Fitch  stated,  "The  rating 
represents  Fitch's  assessment  of  the  company's  ability  to  meet  senior  obligations.  The 
rating  reflects  WesCorp's  superior  asset  quality,  exceptional  liquidity,  good  track 
record,  and  strong  position  within  the  credit  union  industry.. .WesCorp's  very-high 
quality,  short-term  investment  portfolio  reflects  its  mandate  as  a  provider  of  liquidity 
and  investment  services  to  its  members... conservative  investment  practices  minimize 
credit,  liquidity,  market,  and  interest  rate  risks." 

In  NCUA's  12/31/93,  examination  of  WesCorp,  die  examiners  noted  the 
"performance  over  the  examination  period  was  highlighted  by  a  continued  commitment 
to  capital  strength  and  asset  quality...asset  quality  remains  high  through  strong  policy 
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direction,  ongoing  assessment,  and  a  demonstrated  ability  to  manage  interest-rate  risk." 

Credit  Services 

WesCorp's  lending  program  offers  various  credit  options  to  satisfy  credit 
unions'  short-term  liquidity  needs  or  general  business  contingencies.  These  include 
certificate  and  repurchase  loans,  both  of  which  are  fully  secured  by  share  certificates  or 
U.S.  federal-agency  securities;  and  demand  loans  with  a  guaranteed  line-of-credit 
option. 

To  minimize  the  risk  of  loan  loss,  regulations  restrict  lending  to  only  member 
credit  unions  and  to  credit  union  organizations  with  certain  limitations.  Loans  are  not 
made  to  natural-person  members  or  non-member  credit  unions. 

WesCorp  maintains  standard  credit  procedures  to  closely  monitor  credit  unions 
with  loan  accounts.  Thorough  analysis  is  performed  regularly  to  evaluate  members' 
creditworthiness  and  flnancial  strength.  Reviews  range  from  monthly  to  once  every  18 
months,  depending  on  members'  financial  condition.  A  credit  committee,  consisting  of 
three  staff  members  (plus  an  alternate)  appointed  by  the  board  of  directors,  oversees 
and  administers  all  credit  issues  in  accordance  with  the  board-approved  loan  policy.  By 
adhering  to  these  procedures  and  guidelines,  the  board  has  (since  1981)  determined  it 
unnecessary  to  establish  an  allowance  for  loan-loss  or  loan  write-offs. 

Over  the  last  five  years,  WesCorp's  loan  volumes  have  decreased  17  percent  on 
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an  annual  compound  basis.  However,  loan  demand  is  cyclical  and  appears  to  be 
beginning  an  upward  trend.  Although  loans  remain  a  small  portion  of  WesCorp's 
assets,  loan  balances  have  shown  a  slight  increase  recently.  A  modest  increase  in 
consumer  loan  demand  at  natural-person  credit  unions  eventually  should  translate  into 
increased  loans  for  WesCorp.  In  anticipation  of  this,  we  have  automated  our  credit- 
review  process  and  are  developing  new  credit  products. 

Settlement 

WesCorp's  role  in  providing  settlement  services  to  credit  unions  is  essentially 
that  of  expeditor.  Instead  of  sending  costly  multiple  wires  to  fund  a  variety  of 
activities,  credit  unions  can  accomplish  all  of  their  settlement  simply  by  funding  their 
accounts  at  WesCorp. 

For  example,  by  directing  their  automatic  teller  machine  (ATM),  share  draft, 
money  order,  traveler's  check,  credit  card,  or  automated  clearing  house  (ACH) 
settlement  activity  through  WesCorp,  credit  unions  eliminate  the  need  to  have  multiple 
relationships  with  commercial  banks  or  the  Federal  Reserve  Bank.  This  simplifies  their 
operational  tasks,  is  less  costly,  saves  time  and  reduces  the  chances  of  fraud.  It  also 
enables  them  to  earn  hard-dollar  dividends  on  end-of-day  balances. 

WesCorp  is  well-positioned  as  a  correspondent  because  we  serve  only  credit 
unions.  Our  facilitation  provides  access  to  settlement  services  they  couldn't  receive  on 
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their  own,  especially  helping  smaller  credit  unions.  And  it  simplifies  the  Fed's  opera- 
tion because  it  need  only  work  with  one  credit  union  correspondent,  rather  than  many. 

Payment  Systems 

In  1992,  the  merger  of  two  large  regional  banks  in  California  left  more  than  250 
credit  unions  without  a  share  draft  processor.  WesCorp  quickly  formulated  plans  to 
expand  its  processing  capability  to  accommodate  the  dispossessed  credit  unions. 

WesCorp  provides  share  draft  processing,  check  collection  and  business 
checking  services  to  its  member  credit  unions,  freeing  them  from  handling  very  labor- 
intensive  back-office  tasks.  As  a  result,  they  can  concentrate  on  their  core  business  of 
providing  low-cost  financial  services  to  their  own  members.  It  also  saves  them 
considerable  expense,  because  the  technology  involved  in  all  electronic  and  automated 
areas  is  evolving  rapidly.  While  frequent  purchases  of  the  latest  computer  equipment  is 
not  cost-effective  for  most  individual  credit  unions,  WesCorp  can  provide  the 
appropriate  levels  of  technology  and  use  economies  of  scale  to  service  all  of  its 
members  that  provide  share  draft  accounts  to  their  own  members. 

WesCorp  also  has  provided  a  facilitation  role  in  the  payment  services  area. 
Many  of  the  smaller  credit  unions  cannot  obtain  coin  and  currency  services  from  the 
Fed  because  the  Fed  deals  only  in  large-volume  lot  sizes.  In  the  past,  credit  unions 
were  consigned  to  obtaining  these  services  from  commercial  banks,  usually  at  high 
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fees.  WesCoip  has  assisted  smaller  credit  unions  in  this  area  by  helping  put  groups  of 
them  together  so  they  could  share  courier  services  and  split  cash  orders. 

Finally,  a  constant  concern  for  credit  unions  has  been  the  proliferation  of  item 
processors  deciding  either  to  go  out  of  business  or  discontinue  service  to  the  credit 
union  community.  In  these  cases,  WesCorp  has  provided  a  critical  role  of  facilitating 
credit  unions'  ability  to  find  alternative  solutions  or  by  taking  on  the  role  itself. 

Funds-Transfer  Services 

WesCorp' s  electronic  funds- transfer  services  provide  a  fast,  cost-effective  way 
for  our  members  to  transfer  their  funds.  Our  Funds  Transfer  Security  System  (FTSS) 
has  been  shown  to  greatiy  increase  functionality  and  security  beyond  the  capabilities  of 
the  Fed's  Fedline,  according  to  a  risk  assessment  performed  by  our  bond  carrier. 

An  August  1994  risk  analysis  report  of  WesCorp's  funds-transfer  operations  by 
the  CUMIS  Risk  Management  division  of  CUNA  Mutual  Insurance  Group  noted,  "the 
level  of  control  of  both  EFT  and  ACH  operations  at  WesCorp  [are]  excellent. 
Particularly  noteworthy  was  the  manner  in  which  WesCorp  is  handling  the 
authentication  of  ACH  batch  input  originating  with  member  credit  unions — ^with  the 
level  of  control  in  this  area  being  significanUy  more  stringent  than  found  in  the 
majority  of  financial  institutions  globally." 

Each  month.  WesCorp  transfers  between  $45-50  billion  on  behalf  of  its  member 
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credit  unions,  handling  approxiniately  15,000  wires. 

Section  2:      "A  discussion  and  analysis  of  WesCorp  investment  activities,  strategies 
and  the  associated  risks.  Include  the  safety  and  soundness, 
appropriateness,  and  economic  success  of  your  investment  practices." 

WesCorp 's  board  of  directors  and  management  have  long  understood  the  need 
to  pay  market  rates  on  deposits.  This  basic  understanding  moved  WesCorp,  some  years 
ago,  from  a  stance  of  simply  passing  credit  unions'  investable  funds  through  to  U.S. 
Central,  to  one  of  direct  placement  in  high-quality  investments,  thereby  ensuring  we 
could  safely  add  value  to  member/owners'  investment  portfolios. 

Historical  Perspective 

Before  the  development  of  the  collateralized  mortgage  obligation  (CMO)  and 
real  estate  mortgage  investment  conduit  (REMIC)  in  1986-1987,  the  investment  of 
credit  union  deposits  by  most  corporates  produced  either  below-market  dividend  rates 
for  member  credit  unions  or  market  rates  achieved  through  mismatching,  which 
required  taking  on  considerable  risk.  But  with  the  emergence  of  the  CMO  and  REMIC 
market,  it  became  possible  to  invest  in  shorter  maturity  and  duration,  high-credit- 
quality,  marketable  investments,  and  build  capital  through  increased  margins. 

—  9  — 


185 

Historically,  the  entire  corporate  system  focused  on  obtaining  the  best  rates 
available,  commensurate  with  preservation  of  principal.  It  did  not  use  its  size  or 
expertise  to  enhance  the  rates  it  obtained  and  passed  on  to  natural-person  credit  unions, 
but  looked  for  the  best  overnight  rates  or  term  rates  available.  That  combination  of 
rates  and  terms  was  passed  back  down  through  the  system  to  natural-person  credit 
unions.  The  corporates  then  took  a  spread  and  issued  identical-term  deposits — creating 
a  perfectly  matched  book — to  the  natural-person  credit  unions.  Thus,  corporates  added 
little  or  no  value  to  credit  union  deposits;  and  in  turn,  credit  unions'  ability  to  pay 
competitive  savings  rates  to  their  members  suffered. 

For  WesCorp,  the  solution  was  to  look  beyond  investing  only  in  fixed-maturity 
instruments,  which  credit  unions  could  easily  do  on  their  own.  To  ensure  we  truly 
could  add  value  to  credit  unions'  portfolios,  WesCorp  moved  away  from  bank-type 
CDs  in  favor  of  investing  primarily  in  U.S.  federal-agency  securities,  or  those 
securities  rated  "AAA"  by  a  nationally  recognized  rating  service.  These  include 
securities  created  from  first-mortgage  loans  on  residential  housing,  debt  securities  of 
federal  agencies,  and  asset-backed  securities,  created  from  automobile  and  home-equity 
loans. 

Strategies  and  associated  risks 

WesCorp  matches  the  cash  flows  of  a  high-quality,  short-term  investment 
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portfolio  with  member  shares  and  certificates,  given  a  buy-and-hold  policy  mandate. 
By  adhering  to  a  managed-portfolio  strategy,  rather  than  a  final-maturity,  matched- 
book  strategy,  WesCorp's  investments  carry  better  credit  quality,  increased  earnings 
and  high  liquidity. 

WesCorp  minimizes  credit,  liquidity,  market  and  interest-rate  risk  by  performing 
a  thorough  analysis  on  all  investments  prior  to  making  any  purchase.  Only  investments 
that  fit  the  managed-portfolio  strategy,  adhere  to  NCUA  regulations,  and  fall  within 
WesCorp's  investment  policies  are  considered.  These  investments  are  then  subject  to 
frequent  and  specific  testing  methods. 

WesCorp  seeks  to  meet  four  objectives  when  investing  funds  deposited: 

1 .  Ensure  that  investment  of  funds  is  accomplished  in  a  safe  and  secure  manner, 
particularly  with  respect  to  limiting  WesCorp's  exposure  to  unnecessary  risk. 

2.  Provide  adequate  liquidity  for  meeting  member/owner  needs  for  share 
withdrawals  and  loan  advances. 

3.  Structure  an  investment  portfolio  that  will  provide  competitive  yields  to 
members  on  shares  and  share  certificates. 

4.  Structure  an  investment  portfolio  that  supports  WesCorp's  strategic  plans, 
including  equity  and  income  goals. 

WesCorp's  investment  strategy  is  driven  by  an  understanding  of  how 
member/owner  credit  unions  invest  their  surplus  funds  in  WesCorp.  Currently  credit 
unions  place  their  funds  in  overnight  demand  deposits  (44  percent  of  total  deposits), 
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and  short-  to  intermediate-term,  fixed-  and  variable-rate  certificates  of  deposit  (56 
percent  of  total  deposits).  The  mix  of  credit  unions'  surplus  funds  within  WesCorp, 
together  with  our  investment  objectives,  drives  our  investment  strategy,  whereby  short- 
average  life  fixed-  and  variable-rate  instruments  are  selected. 

WesCorp' s  desire  to  minimize  credit  risk  has  resulted  in  selecting  investments 
guaranteed  by  U.S.  government  and  federal  agencies  (56  percent  of  all  investments), 
which  include  Government  National  Mortgage  Association  (GNMA),  Federal  National 
Mortgage  Association  (FNMA)  and  Federal  Home  Loan  Mortgage  Corporation 
(FHLMC).  Other  options  used  are  private-label,  mortgage-backed  securities  rated 
"AAA"  by  a  nationally  recognized  rating  service  (2  percent),  as  well  as  "AAA"  rated 
asset-backed  securities  (6  percent),  and  brokers  agreements  (2  percent).  In  addition. 
WesCorp  primarily  places  short-term  deposits  in  U.S.  Central  (34  percent),  itself  a 
highly  rated  financial  institution. 

Cash  flows  (principal  and  interest  payments)  from  WesCorp' s  investments  allow 
us  to  match  credit  union  maturities  (cash  flows)  and  earn  moderate  margins.  WesCorp 
uses  analytical  models,  such  as  Salomon  Brothers  Yield  Book  and  Bloomberg,  to 
project  each  investment's  cash-flow  characteristics.  This  information  is  fed  into  our 
Sendero-Realm  computer-simulation  system,  which  measures  the  portfolio  in  aggregate 
and  compares  it  with  credit  union  deposit  cash  flows  to  determine  an  overall  matching 
profile. 

As  well,  each  security  and  the  aggregate  portfolio  is  measured  on  a  quarterly 
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basis  under  changing  interest-rate  environments.  These  scenarios,  or  "shock  tests,"  are 
a  good  indicator  of  WesCorp's  risk  potential,  and  that  of  the  instrument,  because  they 
demonstrate  performance  in  an  immediate  and  sustained  rise  or  fall  in  interest  rates,  up 
to  3  percent  in  either  direction.  WesCorp  does  not  engage  in  securities  trading,  and  we 
have  no  investments  outside  the  United  States.  As  well,  WesCorp  holds  no  derivative 
off-balance-sheet  transactions. 

We  recognize  that,  technically,  a  derivative  is  any  investment  whose  value  or 
yield  is  determined  by  the  value  of  some  underlying  variable.  But  WesCorp  has  none 
of  the  exotic  or  speculative  derivative  investments  that  have  made  headlines  in  recent 
months.  And  while  WesCorp  does  not  invest  in  off-balance-sheet  transactions  and  has 
never  requested  a  waiver  to  do  so,  we  believe  these  agreements  are  safe  when  used  to 
reduce  portfolio  risks,  provided  the  minimal  credit  risk  is  managed. 

Economic  Success 

The  growth  in  member  shares  and  the  execution  of  the  managed-portfolio 
strategy  have  resulted  in  building  WesCorp's  reserve  strength.  In  fact,  reserves  and 
undivided  earnings  of  $36.4  million  at  year-end  1987  had  increased  to  more  than  $256 
million  at  the  end  of  August  1994,  or  approximately  eight-fold.  These  contributions  to 
capita]  have  strengthened  WesCorp's  ability  to  withstand  fluctuations  in  the  market  and 
respond  to  new  service  needs  created  by  market  conditions. 
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Economic  success  is  not  only  evident  at  WesCoip  but  in  the  member/owner 
credit  unions  it  serves.  Credit  unions  have  come  to  depend  on  dividend  rates  that 
continue  to  remain  attractive,  while  changing  daily  to  remain  competitive  with  the 
market.   This  allows  credit  unions  the  time  to  concentrate  on  providing  better  service 
to  their  membership,  rather  than  needing  to  purchase  risky  investments  to  obtain 
attractive  rates.  And  in  September  1994,  WesCorp  returned  $5  million  of  its  earnings 
to  credit  unions  in  the  form  of  a  special  participation  dividend.  Depending  on 
members'  levels  of  investment  in  WesCorp,  these  bonus  dividends  ranged  from  $1  to 
$193,000. 

We  can  do  that  because  WesCorp's  reserve  strategy  has  resulted  in  our  being 
able  to  pay  all  operating  expenses  from  earnings  on  reserves.  Such  an  achievement 
adds  to  our  credit  unions'  success  by  enabling  them  to  give  a  greater  return  back  to 
their  own  members. 

Sea  ion  3:      "A  discussion  of  WesCorp's  relationship  with  U.S.  Central,  including  the 
nature  and  magnitude  of  WesCorp  funds  deposited  in  U.S.  Central. " 

We  believe  U.S.  Central  fulfills  an  important  function  by  assisting  corporates  in 
serving  the  nation's  nearly  13,000  credit  unions.  It  provides  liquidity  services, 
including  low-cost  credit  lines  and  is  the  major  source  of  investments  for  most 
corporates  across  the  country.  It  is  especially  competitive  as  a  repository  for  overnight 
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investments.  Were  it  not  for  U.S.  Central,  many  corporates  would  not  have  low-cost 
access  to  critical  funds-transfer,  data-processing,  and  settlement  services.  U.S.  Central 
eliminates  the  need  for  corporates  to  manage  many  redundant  operations  on  their  own. 
The  settlement  function  alone  saves  many  corporates  and  their  credit  unions  thousands 
of  labor  hours,  and  is  a  service  they  would  be  hard-pressed  to  replace. 

U.S.  Central  has  a  sound  investment  policy,  which  guards  against  undue  risk; 
our  observations  are  that  it  does  a  fine  job  of  managing  exposure  to  both  interest-rate 
and  credit  risk. 

U.S.  Central  has  received  BankWatch's  highest  institutional  rating  of  "A."  As 
well,  it  carries  a  Fitch  rating  of  "AAA"  for  its  medium-term  commercial  paper,  and 
commercial-paper  ratings  of  "Aal"  from  Moody's  Investors  Service,  "AAA"  from 
Standard  &  Poor's,  and  "AAA"  from  BankWatch.  Even  after  concerns  surfaced 
regarding  U.S.Central's  investment  in  the  Banco  Espanol  de  Credito  (Banesto),  U.S. 
Central  continues  to  hold  its  high  commercial  paper  and  issuer  ratings. 

At  WesCorp,  we  rely  on  U.S.  Central  primarily  for  national  settlement,  as  an 
avenue  for  credit  services,  and  for  overnight  investments.  We  use  U.S.  Central  when 
practical  and  beneficial  to  do  so,  placing  short-term  deposits  of  approximately  30 
percent  of  our  jwrtfolio  at  any  given  time.  We  do  this  based  on  U.S.  Central's  ability 
to  pay  competitive  rates,  strength  and  our  knowledge  of  its  performance.  But  we  fre- 
quently can  do  better  investing  directly  in  the  market,  paying  our  members  certificate 
rates  equal  to,  and  sometimes  higher  than,  U.S.  Central  pays  its  corporate  members. 
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Section  4:      "A  discussion  of  the  findings  and  recommendations  cited  in  the  report  by 
the  NCUA  commissioned  Corporate  Credit  Union  Committee." 

WesCorp  found  the  NCUA-commissioned  "Black  Study"  to  be  far-reaching  and 
often  on  target.  Yet  we  believe  the  study  dealt  largely  with  perceptions  and  issues 
debated  within  the  corporate  conununity  for  many  years.  No  significant  revelations 
came  to  light. 

Corporate  Structural  Issues 

The  study  recommended  that  all  corporates,  including  U.S.  Central,  should  be 
stand-alone  institutions,  independent  of  leagues  and/or  trade  associations. 

As  related  to  corporates  and  leagues,  while  we  believe  we  are  in  a  unique 
position  to  know  what's  best  in  our  own  case,  we  don't  know  what's  best  for  others. 
Simply  stated,  our  philosophy  for  how  others  should  be  organized  is,  "if  it  works,  it 
works."  We've  experienced  both  integrated  and  nonintegrated  structures  and  found 
them  both  viable.  But  several  years  ago,  WesCorp's  board  saw  value  in  an  independent 
management  and  fonnalized  what  had  been  operationally  true  for  many  years. 

As  it  relates  to  U.S.  Central,  while  the  current  board/management  structure  may 
have  been  appropriate  in  the  past,  it  is  time  for  U.S.  Central  to  re-examine  its 
organization  and  make  those  changes  that  best  represent  its  corporate  membership. 
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Board  Qualifications 

The  study  also  pointed  out  concerns  that  the  experience  of  managing  a  natural- 
person  credit  union  does  not  normally  prepare  a  credit  union  CEO  to  serve  on  a 
corporate  board.  Again,  our  experience  relates  to  WesCorp,  in  that  we  believe  our 
board  is  made  up  of  knowledgeable,  experienced,  diligent  individuals,  who  are  fully 
able  to  understand  and  carry  out  their  fiduciary  responsibilities. 

Our  directors  were  interviewed  by  the  Committee  (Black  Study)  members.  They 
were  quizzed  at  length  about  WesCorp's  operations,  practices  and  strategies.  Each  of 
our  board  members  responded  with  substance,  insight  and  a  thorough  depth  of 
understanding. 

Field  of  Membership  Issues 

WesCorp  would  view  the  expansion  by  corporates  into  national  fields  of 
membership  as  a  positive  event  for  credit  unions  across  the  country,  affording  more 
opportunity  for  competitive  investment  rates  and  for  diversification  within  the 
corporate  system.  It  benefits  NCUA  because  more  credit  union  funds  are  likely  to  be 
captured  by  the  corporate  system  overall — and  NCUA  has  the  ability  to  oversee 
corporates'  activities.  This  in  tum  benefits  members  of  natural-person  credit  unions 
because  more  of  their  deposits  will  be  covered  by  the  NCUA's  regulatory  umbrella. 
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However,  WesCorp's  view  is  that  controlled  growth  within  the  scope  of  national 
fields  of  membership  would  ensure  stability.  Considerable  thought  and  planning  should 
be  given  to  the  issue  beforehand.  Converting  from  a  restrictive  membership  field  to  a 
national  one  should  be  managed  carefully — perhaps  with  incremental  steps  such  as 
regional  charters.  This  will  allow  for  an  orderly  transition,  giving  corporates  the 
opportunity  to  weigh  their  alternatives  and  time  to  further  enhance  capital  levels.  As 
well,  corporates  will  have  the  time  necessary  to  review  safety  and  soundness  issues 
when  investing  increased  member  deposits. 

Qualifications  of  corporate  management  personnel 

NCUA  now  fully  exercises  appropriate  oversight  of  corporates'  management  and 
dedicates  a  section  of  the  examination  to  this  area.  WesCorp  is  conrfortable  with  that 
level  of  oversight. 

At  the  same  time,  we  agree  corporate  management  personnel  involved  with 
investments  must  thoroughly  understand  investments,  be  properly  trained  and 
knowledgeable.  For  WesCorp's  part,  we  believe  our  staff  has  the  necessary  expertise  in 
all  of  the  areas  in  which  we  operate. 
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NCUA  Examiner  Expertise 

WesCorp's  observations  are  that  NCUA  does  a  fine  job  of  corporate  oversight 
and  has  worked  diligently  in  recent  times  to  build  its  corporate  examination  teams' 
expertise.  We  applaud  those  efforts  and  the  establishment  of  an  office  expressly  for 
corporate  oversight.  We  agree  NCUA  must  have  an  adequate  examination  staff, 
including  a  sufficient  number  of  examiners  well- versed  in  securities  investments.  It 
seems  logical  for  NCUA  to  have  a  derivatives  specialist  to  work  with  those  corporates 
that  use  these  investments,  as  well  as  an  improved  system  for  monitoring  and 
evaluating  risk-taking. 

Foreign  Investments 

WesCorp  has  chosen  to  employ  an  investment  strategy  that  doesn't  include 
investing  in  any  banks — foreign  or  domestic.  However,  they  are  a  legal  option  for 
corporates,  and  we  believe  the  study  group's  recommendation  to  lift  the  ban  on  them  is 
reasonable.  They  are  a  viable  alternative  for  those  corporates  that  wish  to  move  in  that 
direction,  provided  appropriate  controls  are  in  place. 
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Capital  Adequacy 

While  WesCorp  recognizes  that  every  corporate  currently  meets  or  exceeds  the 
risk-weighted  capital  standards  set  by  NCUA,  we  agree  all  should  work  to  improve 
their  fiscal  strength.  We  expect  NCUA  to  effect  some  amount  of  increase  in  the 
required  level  of  primary,  non-risk-adjusted  capital,  and  we  do  not  object  to  this. 

With  reserves  of  nearly  $260  million,  WesCorp  is  building  capital  faster  than 
any  other  corporate.  Our  capital  is  double  the  risk-weighted  requirements  for  both  tier 
1  and  tier  2. 

Yet,  we  agree  that  risk-weighting  should  include  more  than  credit-risk 
evaluation.  However,  not  all  types  of  risk  are  equal — nor  should  they  be  evaluated  as 
such.  A  rank  ordering  would  need  to  be  agreed  upon;  but  we  question  how  certain 
risks  would  be  measured,  as  some  factors  seem  more  subjective  than  others. 

Finally,  because  member  capital  share  deposits  are  reflective  of  credit  unions' 
ownership  of  their  corporate,  we  agree  it  should  be  included  as  primary  capital. 

Section  5.       "A  discussion  of  WesCorp' s  position  on  the  NCUA's  proposal  regarding 
management  interlocks  between  corporate  credit  unions  and  leagues." 

NCUA's  proposal  (in  principle)  causes  no  major  concerns  for  WesCorp, 
although  some  technical  points  have  been  unartfully  drawn,  which  would  cause  a 
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severe  hardship  to  many  corporates.  For  example,  a  corporate 's  officials  should  not  be 
prevented  from  serving  in  any  other  credit  union  organization  (e.g.,  local  chapter, 
credit  union  service  organization,  etc.).  Particularly  for  corporates  with  smaller 
membership  pools,  such  a  rule  would  make  it  difficult  to  find  an  adequate  number  of 
directors  who  are  knowledgeable  and  able  to  serve. 

Regarding  U.S.  Central  and  CUNA 

As  stated  in  the  previous  section,  we  believe  U.S.  Central's  board/management 
structure  may  have  been  appropriate  in  the  past;  but  we  believe  it  is  time  for  the 
organization  to  be  more  reflective  of  its  corporate  constituency.  As  a  corporate  credit 
union  with  funds  on  deposit  at  U.S.  Central,  we  have  an  obligation  to  represent  the 
best  financial  interests  of  our  member/owner  credit  unions.  U.S.  Central  has  evolved  to 
the  point  where  it  should  answer  solely  to  its  board,  as  do  other  credit  unions. 

Regarding  corporate  management  accountability 

At  WesCorp,  we  established  independent  management  in  1990  and  believe  this 
is  the  best  arrangement  for  us.  The  person  functionally  responsible  for  managing  the 
corporate  should  report  to  the  board.  And  our  experience  is  that  corporates  work  best 
when  they  are  not  subordinate  organizations  to  trade  associations  or  any  other  entities. 
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Nonetheless,  we  think  the  NCUA  proposal  may  cause  hardship  for  other 
corporates,  especially  smaller  ones.  We  can  say,  simply,  that  close  working  relations 
with  others  in  the  credit  union  movement,  including  overlaps  among  management 
officials  and  affiliations  with  trade  associations,  were  for  a  period  of  time  very 
beneficial  to  WesCorp.  Never  in  our  history,  however,  were  WesCorp's  interests 
subordinated  to  those  of  any  affiliated  entity. 

Regarding  non-natural  person  representation 

WesCorp's  bylaws  state  that  an  individual — not  an  institutiort—is  elected  to  the 
board.  At  all  times  while  serving  as  a  WesCorp  director,  he/she  must  be  an  official  or 
employee  of  the  member  credit  union,  and  must  be  bondable.  If  the  individual  leaves 
the  nominating  credit  union,  his/her  position  is  declared  vacant  and  a  replacement  is 
appointed  by  WesCorp's  board.  Thus,  our  structure  is  already  consistent  with  the 
NCUA  proposal,  and  we  believe  this  type  of  system  would  work  for  U.S.  Central. 

Regarding  overlaps  and  recusal 

WesCorp's  bylaws  limit  the  number  of  directors  of  any  other  organization 
serving  as  a  WesCorp  director  to  one.  It  further  requires  directors  to  excuse  themselves 
from  voting  on  issues  where  they  have  multiple  interests.  We  think  our  approach  is 
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consistent  with  the  intent  of  the  NCUA  proposal  and  we  think  this  would  be  good  for 
U.S.  Central.  Such  a  severe  limitation  of  overlaps  may  represent  a  hardship  on  smaller 
corporates. 

Mr.  Chairman,  this  concludes  my  prepared  statement.  Again,  on  behalf  of 
WesCorp,  we  appreciate  this  opportunity  to  share  our  views  on  these  issues. 
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Chairman  Gronzalez  and  Members  of  the  Committee  on 
Banking,  Finance  and  Urban  Affairs,  I  am  J.  Clayton  Brooke, 
President  and  Chief  Executive  Officer  of  Capital  Corporate  Federal 
Credit  Union.  Thank  you  for  this  opportunity  to  appear  before  your 
Committee  to  express  the  views  of  the  National  Association  of 
Federal  Credit  Unions  (NAFCU)  with  respect  to  several  issues 
concerning  corporate  credit  unions  and  their  relationship  to  the  rest 
of  the  credit  union  community.  I  am  accompanied  today  by 
Kenneth  L.  Robinson,  NAFCUs  President. 

The  National  Association  of  Federal  Credit  Unions  (NAFCU) 
is  the  only  national  organization  dedicated  to  exclusively 
representing  the  interests  of  our  nation's  federally-chartered  credit 
unions  before  government.  As  federally  chartered  credit  unions, 
NAFCU's  membership  is  made  up  of  non-profit,  member-owned 
financial  cooperatives  from  throughout  the  nation  that  collectively 
have  over  18.6  million  members  and  almost  $91  billion  in  assets. 

Mr.    Chairman,    NAFCU    and    the    credit   unions   that   we 


201 

represent  applaud  the  diligence  with  which  you  and  your  colleagues 
on  this  Committee  have  relentlessly  pursued  those  issues  that 
affect  the  SEifety,  soundness  and  integrity  of  our  financial 
institutions  system.  The  issues  this  Committee  will  consider  today 
are  of  great  importance  not  only  to  corporate  credit  unions  such  as 
Capital  Corporate  Federal  Credit  Union,  but  to  the  thousands  of 
natural  person  credit  unions  throughout  the  country  and  the 
millions  of  members  they  serve. 

NAFCU  also  applauds  NCUA's  efforts  to  re-examine  the 
corporate  credit  union  system.  Considering  the  intense  scrutiny 
that  all  financial  institutions  are  facing,  we  are  pleased  to  see  that 
NCUA  is  re-evaluating  the  rules  that  currently  allow  extremely 
close  ties  between  some  corporate  credit  unions  and  certain  credit 
union  trade  associations.  NAFCU  strongly  supports  any  effort  to 
ensure  that  all  types  of  credit  unions  are  responsive  to  their 
membership. 

While  I  appear  before  your  Committee  today  as  a  witness 
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testifying  on  behalf  of  the  National  Association  of  Federal  Credit 
Unions  (NAFCU),  as  I  have  mentioned,  I  am  also  President  and 
CEO  of  Capital  Corporate  Federal  Credit  Union  ("Cap  Corp")  in 
Lanham,  Maryland. 

Although  I  have  no  doubt  that  every  member  of  this 
Committee  is  generally  familiar  with  credit  unions  and  credit  union 
issues,  I  suspect  that  most  of  you  are  much  less  familiar  with 
"corporate"  credit  unions,  that  peculiar  subset  of  credit  unions 
which  is  the  focus  of  today's  hearings.  Simply  stated,  corporate 
credit  unions  are  credit  unions  whose  membership  consists 
primarily  of  other  credit  unions,  as  opposed  -to  "natural  person" 
credit  unions,  with  which  most  of  us  are  most  familiar  and  which 
serve  individual  members.  In  other  words,  while  you  and  members 
of  your  staff  are  eligible  to  be  members  of  Wright  Patman 
Congressional  Federal  Credit  Union,  Wright  Patman  as  an  entity 
is  eligible  to  be  a  member  of  Capital  Corporate  Federal  Credit 
Union. 


203 

Although  credit  unions  have  been  around  for  a  long  time,  the 
idea  of  a  Corporate  credit  union  is  a  relatively  new  one.  In  the 
mid-1970's,  credit  unions  were  being  treated  as  second-class 
citizens  by  the  local  banks.  They  were  not  large  enough  to  attract 
the  attention  of  banks,  and  the  fees  they  paid  were  disproportionate 
to  the  services  received.  As  a  result.  Capital  Corporate  Federal 
Credit  Union  was  chartered  on  September  8,  1975,  as  "League 
Central  Federal  Credit  Union"  to  serve  credit  unions  in  the  District 
of  Columbia,  Maryland,  Delaware  and  Virginia.  In  1980,  it  became 
independent  of  the  League,  and  changed  to  its  present  name. 

Capital  Corporate  Federal  Credit  Union  provides  up-to-date 
financial  products  and  competitive  investment  services  to  credit 
unions  in  Maryland,  the  District  of  Columbia  and  Delaware,  as  well 
as  to  any  credit  union  that  belongs  to  NAFCU,  regardless  its 
location.  Cap  Corp  has  approximately  440  member  credit  unions 
and  assets  of  $1.3  billion.  Capital  Corporate  Federal  Credit  Union 
has  a  very  special  relationship  with  the  National  Association  of 
Federal  Credit  Unions  (NAFCU),  in  that  any  credit  union  that  is  a 
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member  of  NAFCU  is  also  eligible  for  membership  in  Cap  Corp/ 

As  a  federally  chartered  corporate  credit  union,  Cap  Corp  is 
regulated  and  examined  by  the  National  Credit  Union 
Administration  (NCUA),  just  as  other  federal  credit  unions  are. 
However,  Cap  Corp's  examination  is  more  stringent  since  we  are 
viewed  as  the  fiduciary  of  other  credit  unions.  That  is,  if  Cap  Corp 
experiences  financial  difficulties,  our  member  credit  unions  could 
suffer  losses. 

Cap  Corp  provides  a  wide  array  of  services  to  its  member 
credit  unions.  While  most  "natural  person"  credit  unions  lend  the 
vast  majority  of  their  assets  to  individual  members,  they  may  have 
excess  funds  for  periods  ranging  from  a  few  days  to  several  months. 
This  excess  liquidity  could  result  from  lower  than  expected  demand 
for  loans,  a  seasonal  period  of  more  people  saving  their  money,  or 
even  the  first  few  days  after  a  pay  period  before  the  checks  that 


For  six  years,  from  1977  to  1983.  NAFCU  did  'sponsor'  its  own  credit  union  --  NAFCU  Corporate 
Federal  Credit  Union.  On  April  18,  1983  NAFCU  Coqxiraie  Federal  Credit  Union  was  merged  into  Capital 
Corporate  Federal  Credit  Union.  This  action  was  triggered,  at  least  in  pan,  by  losses  NAFCU  Corporate  suffered 
as  a  result  of  the  failures  of  Penn  Square  National  Bank  and  Abilene  National  Bank. 
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members  write  to  pay  bills  come  through. 

A  "natural  person"  credit  union  could  just  leave  those  excess 
funds  on  deposit  with  a  bank,  or  invest  them  in  some  way. 
However,  NCUA  strictly  limits  the  types  of  investments  that  credit 
unions  can  meike,  and  many  credit  unions  are  too  small  to  have 
someone  on  stajff  who  can  undertake  a  sophisticated  investment 
program.   This  is  where  corporate  credit  unions  enter  the  picture. 

We  offer  a  wide  variety  of  investment  products  to  "natural 
person"  credit  unions  ranging  from  overnight  certificates  of  deposit, 
to  term  certificates  of  deposit.  Cap  Corp  enables  our  members  to 
earn  the  highest  rates  possible  on  safe,  prudent  investments. 

When  Cap  Corp  places  an  investment  with  a  financial 
institution,  we  examine  those  areas  which  are  crucial  to  that 
institution's  financial  stability.  Included  in  our  evaluation  are: 
exposure  to  interest  rate  sensitivity,  asset  quality,  and  liquidity. 
These  are  the  same  critical  areas  which  are  frequently  the  cause  of 
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many  financial  institution  failures.  Cap  Corp  maintains  a  financial 
position  which  assumes  virtually  no  interest  rate  risk.  The 
majority  of  our  assets  are  variable  rate  (as  such,  they  always 
remain  close  to  par  value)  as  we  operate  on  a  "matched  book"  basis. 
Our  investment  portfolio  as  of  August  31,  1994  is  detailed  in  an 
appendix  to  this  testimony. 

Incidently,  none  of  our  deposits  are  invested  in  risk 
derivatives,  and  none  are  invested  overseas. 

Cap  Corp  also  assists  our  members  with  check  clearing, 
settlements  and  other  services  that  might  be  offered  by  a 
correspondent  bank;  all  aspects  of  securities  safekeeping;  issuing 
official  checks;  and  credit  services  to  meet  unanticipated  liquidity 
needs.  Because  most  credit  unions  have  high  liquidity,  our  credit 
lines  are  much  less  important  than  they  once  were,  but  when  they 
are  utilized,  all  advances  are  fully  secured. 

Capital  Corporate  Federal  Credit  Union  is  a  true  credit  union. 
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We  operate  independently,  subject  to  NCUA's  rules  and  regulations 
but  independent  of  the  external  control  of  any  organization.  We  are 
proud  of  the  fact  that  Cap  Corp  is  responsive  only  to  our  members' 
needs  as  discerned  by  the  freely  elected  board  of  our  credit  union. 

Mr,  Chairman,  in  your  letter  of  invitation  you  asked  that 
NAFCU  provide  the  Committee  with  an  overview  of  our  opinions  on 
various  issues  currently  facing  the  corporate  credit  union  system. 
You  also  asked  that  we  address  certain  specific  questions,  including 
that  very  basic  question  of  whether  or  not  corporate  credit  unions 
are,  in  fact,  needed. 

NAFCU  is  convinced  that  there  remains  a  clear  and  legitimate 
need  for  corporate  credit  unions.  While  the  function  and  purpose 
of  corporate  credit  unions  has  evolved  --  just  as  the  function  and 
purpose  of  virtually  all  financial  intermediaries  has  changed  -  the 
need  remains  constant.  Corporate  credit  unions,  much  like  the 
natural  person  credit  unions  they  serve,  are  member-owned 
cooperatives.      They   provide   a   safe,   cost-effective   and   viable 
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alternative  to  the  many  "for  profit"  agencies  operating  in  a  free 
marketplace.  During  periods  of  peak  loan  demand  corporate  credit 
unions  provide  the  necessary  access  to  funds  to  allow  natural 
person  credit  unions  to  continue  to  meet  member  needs  without 
disruption;  during  periods  of  excess  liquidity  corporate  credit 
unions  provide  a  safe  and  convenient  means  of  investing  member 
funds  while  preserving  maximum  liquidity. 

At  this  point,  I  would  like  to  turn  to  some  of  the  questions 
that  were  raised  by  NCUA's  Advance  Notice  of  Proposed 
Rulemaking  regarding  corporate  credit  union  matters,  which  was 
issued  this  past  spring.  Before  I  go  into  the  specific  points,  I  would 
like  to  share  with  the  Committee  the  methodology  that  NAFCU 
uses  in  formulating  positions  on  public  policy  issues  such  as  those 
on  corporate  credit  unions. 

Much  like  a  credit  union,  NAFCU  itself  is  a  direct  membership 
association.  That  means  that  federal  credit  unions  from  throughout 
the  country  that  chose  to  do  so  -  whether  they  be  "natural  person" 
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credit  unions  or  "corporate"  credit  unions  ~  are  free  to  join  our 
Association  directly,  without  going  through  any  middleman  or 
third-party  intermediary.  This  structure  allows  NAFCU  to  stay  in 
touch  with  the  pulse  of  its  members,  and  helps  to  assure  that  the 
Association's  positions  on  matters  of  public  policy  do,  in  fact,  reflect 
the  sentiments  and  wishes  of  our  members. 

The  twelve-member  Board  of  Directors  of  NAFCU  is  ultimately 
responsible  for  all  policy  positions  adopted  and  advanced  by  the 
Association.  To  assist  them  in  this  task  NAFCU  routinely  solicits 
comments  and  opinions  from  members  of  our  Association  before 
formulating  Association  policies.  When  NCUA  circulated  its 
request  for  comments  on  corporate  credit  union  issues  last  Spring 
in  the  form  of  an  Advance  Notice  of  Proposed  Rulemaking,  we 
distributed  that  proposal  to  every  NAFCU  member  credit  union  in 
the  form  of  a  Regulatory  Alert.  That  Alert  identified  several  issues 
that  have  a  direct  bearing  on  the  subject  of  this  hearing. 

Among  the  questions  asked  were: 
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1.     Should  the  Board  of  Directors  of  a  corporate  credit 
union  be  independently  elected  by  its  members? 

With  near  unanimity  (62  to  7)  NAFCUs  membership 
who  expressed  an  opinion  on  this  question  support  the 
independent  election  of  corporate  board  members.  Those 
members  commenting  on  the  issue  gave  a  variety  of 
rationales.  Among  them: 

•  The  president  and  CEO  of  a  $42  million  credit  union  in 
western  Pennsylvania  expressed  the  view  that,  since 
"the  funds  invested  in  the  corporates  are  provided  by  the 
natural  member  credit  unions,  the  natural  member 
credit  unions  should  ultimately  control  the  corporate" 
through  the  independent  election  of  corporate  board 
members. 

•  The  official  of  an  $82  million  credit  union  located  in 
southern  California  wrote:  "I  do  not  believe  that  anyone 
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from  a  trade  association  has  any  right  to  sit  on  the 
board  of  a  corporate  credit  union." 

The  comment  from  one  $630  million  credit  union  was 
particularly  well-stated:  "With  the  amount  of  attention 
currently  being  focused  on  all  financial  institutions, 
independent  elections  would  ensure  that  the  corporate 
credit  union  decision  makers  are  acting  only  in  the  best 
interest  of  the  corporate  credit  union  by  eliminating 
much  of  the  power  leagues  and  associations  now  have 
through  the  appointment  process." 

The  general  manager  of  a  $76  million  credit  union  in  the 
mid-Atlantic  region  noted  that  "Boards  are  normally 
elected  and  corporate  credit  unions  should  be  no 
different  than  other  credit  unions." 

It  was  difficult  to  discern  whether  the  input  we  received 
from  a  $250  million  credit  union  located  in  mid-America 
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was  intended  to  convey  surprise  or  disdain,  when  the 
author  wrote:  "I  cannot  beHeve  they  aren't 
independently  elected  by  members!" 

•  And  finally,  the  comment  from  a  $27  million  credit 
union  in  Texas  was  unequivocal  in  its  judgment: 
"Serving  on  a  League  and  a  Corporate  board  has  too 
many  conflicting  decisions.  Corporate  management 
should  be  independent  of  the  League." 

These  six  comments  are  generally  representative  of  the  points 
of  view  expressed  by  the  NAFCU  membership  on  the  independent 
election  of  corporate  credit  union  board  members. 

2.  Should  NCUA  adopt  the  condition  that  at  least  a 
majority  of  the  board  seats  on  corporate  credit  union 
boards  be  held  by  representatives  of  member  credit 
unions? 


13 


213 

Once  again,  NAFCLTs  membership  was  clearly  of  one  mind  on 
lis  issue.  Fifty-six  out  of  sixty-two  of  those  who  responded  to  this 
nestion  agreed  with  the  proposal.  Twelve  credit  unions  of  the 
fty-six  that  agreed  would  go  further  than  NCUA's  proposal,  and 
ould  stipulate  that  all  corporate  board  seats  should  be  held  by 
spresentatives  of  member  credit  unions. 

From  among  those  supporting  NCUA's  proposition  that  at 
ast  a  majority  of  the  board  seats  on  corporate  credit  union  boards 
i  held  by  representatives  of  member  credit  unions: 

•  A  $68  million  mid-Atlantic  credit  union  official  wrote: 
"Credit  unions  should  continue  to  personify  democracy  - 
-  I  don't  care  how  big  or  complicated  they  get!" 

•  A  $40  million  California  credit  union  expressed  the  view 
that  "all  of  the  board  seats  should  be  held  by 
representatives  of  member  credit  unions,  just  like  our 
board  must  be  comprised  from  the  membership." 
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The  CEO  of  a  $620  million  credit  union  located  in  the 
southeast  was  confident  that  "this  provision  would 
further  reinforce  the  concept  that  corporate  credit  union 
decision  makers  are  acting  in  the  best  interest  of 
corporate  credit  union  members  only." 

The  president  of  a  $600  million  credit  union  in  Texas 
would  require  not  just  a  majority  of  corporate  board 
members  be  elected  by  and  from  the  member  credit 
unions,  but  that  "at  least  80%"  be  drawn  from  the 
corporate  credit  union's  natural  person  credit  union 
members. 

A  California  credit  union  with  $800  million  in  assets 
suggested  that  "a  two-thirds  majority"  of  corporate 
credit  union  board  seats  be  held  by  representatives  of 
natural  person  credit  unions. 

A  $60  million  credit  union  from  Florida  weighed  in  with 
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the  recommendation  that  "all  board  seats  should  be  held 
by  representatives  of  member  credit  unions." 

Of  the  six  NAFCU  members  who  dissented  from  NCUA's 
proposal  that  a  majority  of  seats  on  corporate  credit  union  boards 
be  held  by  representatives  of  member  credit  unions,  one,  a  $25 
million  California  credit  union,  was  unambiguous  in  its  statement 
that  NCUA  should  "stay  out  of  the  corporate's  business." 

3.  Should  NCUA  require  that  a  majority  of  a  corporate 
credit  union's  hoard  members  he  memhers  that  do 
not  serve  in  dual  capacities,  other  than  as  officials  of 
hoth  the  corporate  and  a  memher  credit  union"? 

Sixty-four  credit  unions  responded  to  this  question.  Of  those, 
fifty  NAFCU  member  credit  unions  either  concurred  with  the 
Agency's  recommendation  or  felt  that  it  did  not  go  far  enough,  and 
fourteen  opposed  NCUA's  plan. 
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The  NAFCU  Board  of  Directors,  reflecting  the  sentiment  of  the 
membership,  has  endorsed  NCUA's  proposal  that  would 
affirmatively  require  that  a  majority  of  a  corporate  credit  union's 
board  not  serve  in  dual  capacities,  other  than  as  officials  of  both 
the  corporate  and  the  member  credit  union. 

NAFCU  took  this  position  even  though  implementation  of  this 
revision  could  potentially  impact  members  of  the  NAFCU  Board  of 
Directors.  One  member  of  the  NAFCU  Board,  Marcus  Schaefer,  is 
currently  a  member  of  our  board  of  directors  at  Capital  Corporate 
Federal  Credit  Union  and  until  recently  served  as  our  chairman. 
Another  member  of  the  NAFCU  Board,  Ron  Keeler,  currently 
serves  as  chairman  of  the  board  of  directors  of  Western  Corporate 
Federal  Credit  Union  ("WesCorp"),  whose  CEO,  Dick  Johnson,  is  on 
the  panel  with  me  this  morning,  and  a  third,  Jim  Guretzky,  is  the 
Chairman  of  Nebraska  Corporate  Central  Federal  Credit  Union. 

Despite  the  potential  requirement  that  certain  NAFCU 
officials  may  have  to  make  the  difficult  choice  of  electing  to  forego 


17 


217 

service  on  either  the  NAFCU  Board  or  their  corporate  board,  we 
nevertheless  feel  that  the  majority  sentiment  of  our  members  is  the 
prudent  course  to  follow.  Among  the  comments  we  received  from 
our  members  on  this  issue  were: 

•  The  President  and  CEO  of  a  $380  million  credit  union  in 
the  Pacific  northwest  said  he  "would  prefer  rules 
keeping  officials  from  serving  on  more  than  one  board  at 
a  time,  since  there  are  plenty  of  good  representatives 
available."  He  went  on  to  regret  the  fact  that  "currently 
a  small  group  speaks  for  the  majority," 

•  Speaking  on  behalf  of  a  $100  million  plus  credit  union 
in  New  York,  another  CEO  supports  NCUA's 
recommendation  that  a  majority  of  corporate  board 
members  not  serve  in  dual  capacities  in  order  to  "help 
control  the  conflict  of  interest  with  corporate  credit 
unions  and  credit  union  trade  associations." 
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•  The  president  of  a  modest  sized  credit  union  in  Florida 
supports  NCUA's  proposed  change  in  this  area  because 
he  beheves  that  "League  control  of  corporates  needs  to 
be  reduced." 

•  A  $75  million  credit  union  in  the  mid-Atlantic  region 
concurs,  expressing  the  view  that  "presently  there  is  too 
much  control  by  individuals  who  serve  on  league  boards 
and  corporate  boards  at  the  same  time." 

As  I  noted  earlier,  this  question  did  draw  diverse  responses. 
Those  opposed  to  this  change  raise  legitimate  concerns  that  should 
not  be  dismissed  out  of  hand.  Among  their  concerns: 

•  A  $200  million  credit  union  in  California  felt  that  "Too 
many  fine  and  outstanding  leaders  would  be  precluded 
from  giving  to  both  the  [corporate]  credit  union  and 
other  necessary  organizations." 
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•  The  President  of  a  relatively  small  credit  union  in  New 
England  expressed  a  view  held  by  others  we  he  wrote: 
"I  don't  see  a  problem  in  dual  capacities  as  long  as  the 
members  are  elected  by  member  credit  unions." 

•  The  president  of  a  $90  million  credit  union  in  America's 
heartland  saw  no  reason  why  all  corporate  credit  union 
members  shouldn't  "also  be  on  the  League  Board." 

•  The  CEO  of  another  credit  union  with  $600  million  in 
assets  felt  that  "it  is  in  the  best  interest  of  credit  unions 
to  have  mutual  boards."  He  also  -suggested  that  "if  a 
corporate  has  under  $50  million  it  should  be  allowed  to 
have  directors  that  serve  in  their  individual  capacity 
with  the  Association  ...  [particularly]  where  there  are  no 
employees." 

4.     Should  the  election  I  appointment  of  an  entity  to  a 
position  in  a  corporate  credit  union  he  considered  an 
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election  I  appointment    of    the    entity    or    of    the 
individual  representing  the  entity? 

Of  all  the  issues  relating  to  corporate  credit  unions  raised  by 
NCUA,  this  question  resulted  in  the  narrowest  division  of  opinion 
amongst  our  members.  While  thirty  of  the  comments  we  received 
from  NAFCU  member  credit  unions  expressed  the  opinion  that  the 
corporate  board  position  should  be  viewed  as  a  position  held  by  the 
individual  in  his  or  her  own  right,  twenty-seven  held  the  contrary 
view  that  the  corporate  board  position  should  be  viewed  as  a 
position  held  by  the  individual  on  behalf  of  the  credit  union/entity 
he  or  she  represented  at  the  time  of  election. 

Generally  representative  of  the  opinion  that  corporate  board 
positions  should  be  seen  as  held  by  individuals  in  their  own  right 
was  the  comment  offered  by  a  $40  million  California  credit  union, 
whose  CEO  wrote: 

•        "While  it  is  true  that  the  person  elected  to  the  board  is 
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a  representative  of  a  member  entity,  it  is  nonetheless 
the  person  ~  and  not  the  entity  ~  elected.  If  the 
position  is  vacated  for  any  reason,  a  vote  by  other 
members  of  the  board  should  be  used  to  fill  the  vacancy. 
It  is  personal  expertise  that  is  going  to  see  credit  unions 
through  the  1990's,  and  not  the  political  appointment  by 
any  one  entity's  board  of  directors." 

Holding  the  contrary  view,  and  representative  of  the 
comments  of  others  who  did  as  well,  was  a  $650  million  credit 
union  located  in  the  southeast.  In  its  comment  the  credit  union 
noted  that: 

•  "The  election/appointment  of  an  entity  to  a  position 
should  be  considered  an  election/appointment  of  the 
entity  because  the  non-natural  person  entity  is  the 
member  of  the  corporate  credit  union,  not  the 
individual." 
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5.  Should  the  NCUA  Board  require  that  management 
of  a  corporate  credit  union  report  solely  to  the  board 
of  directors  of  the  credit  union? 

Fifty-seven  of  the  sixty-three  NAFCU  member  credit  unions 
responding  to  our  survey  expressed  the  opinion  that  the 
management  of  a  corporate  credit  union  should  report  solely  to  the 
board  of  directors  of  the  credit  union.  Typical  of  those  supporting 
the  Agency's  recommendation  were  the  following  comments: 


• 


A  $70  million  credit  union  in  the  mid-Atlantic  region 
asked:  "How  can  it  be  any  other  way?  If  they  don't 
[report  solely  to  the  board],  the  board  is  ineffective." 

The  manager  of  a  $45  million  credit  union  in  mid- 
America  asked  a  different  question:  "Why  should 
management  have  to  justify  itself  or  what  it  does  to  a 
group  who  have  no  control  over  them?  As  a  credit  union 
manager  I  report  only  to  my  board,  who  can  hire  and 
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fire  me." 

A  $225  million  credit  union  located  in  California  echoed 
those  sentiments:  "Who  else?  A  board  could  not  fulfill 
its  responsibility  if  management  did  not  report  to  it 
alone." 

From  a  $120  million  credit  union  in  the  northeast:  "The 
practice  of  the  management  of  one  entity  reporting  to 
officials  of  another  entity  violates  fundamental 
principles  of  general  corporate  law." 

And  from  a  $380  million  credit  union  in  the  heartland 
of  our  country:  "Control  is  in  the  hands  of  too  few. 
Those  who  control  the  system  are  powerful  and  have 
deep  roots." 


As  a  result  of  the  many  responses  to  these  questions,  the 
NAFCU  Board  of  Directors  has  approved  what  we  believe  to  be  a 
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firm  but  fair  policy  on  management  interlocks.  NAFCU  concurs 
with  the  sentiment  that  you,  Chairman  Gonzalez,  expressed  at  last 
Thursday's  hearing.  NAFCU  is  also  "fiilly  supportive  of  the 
[NCUA]  Chairman's  efforts  to  distance  the  corporate  credit  unions 
from  trade  association  dominance." 

From  our  perspective,  the  legitimate  role  of  a  credit  union 
trade  association  is  to  provide  representation,  education  and 
information.  Representation  of  credit  union  interests  before 
government  and  the  public;  education  of  credit  union  members, 
officials  and  staff;  and  information  on  what  is  happening  in  the 
dynamic  financial  services  sector  in  general  and  the  credit  union 
community  in  particular. 

NAFCU  agrees  with  NCUA's  proposal  to  require  that  the 
board  of  directors  of  a  corporate  credit  union  be  independently 
elected  by  its  members,  with  the  condition  that  at  least  a  majority 
of  the  board  seats  be  held  by  representatives  of  member  credit 
unions.  The  proposal  would  not  preclude  non-credit  union  members 
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of  corporate  credit  unions  from  filling  some  of  the  seats  on 
corporate  credit  union  boards,  but  they  would  be  limited  to  a 
certain  percentage  or  number  of  seats.  This  requirement  would 
guarantee  that  member  credit  unions  hold  the  majority  of  the 
decision-making  power,  rather  than  trade  associations. 

Because  of  the  potential  for  conflicts  of  interest,  NAFCU  also 
supports  requiring  that  a  majority  of  a  corporate  board's  members 
be  comprised  of  representatives  who  do  not  serve  in  dual  capacities 
(other  than  as  officials  of  both  the  corporate  and  a  member  credit 
union).  In  this  way,  the  interests  of  the  corporate's  member  credit 
unions  will  always  be  given  a  proper  and  suitable  level  of 
consideration. 

At  the  same  time,  careful  consideration  should  be  given  to  the 
definitions  applied  to  determining  what  constitutes  "dual"  capacity. 
Under  the  broadest  definition,  service  on  the  boards  of  such 
organizations  as  local  chapters  of  credit  union  leagues,  the  National 
Federation  of  Conmiunity  Development  Credit  Unions,  the  League 
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of  IBM  Credit  Unions,  or  similar  groups  could  preclude  serving  on 
a  corporate  board.  NAFCU  believes  that  this  would  be  overly 
restrictive,  and  recommends  that  NCUA  adopt  a  more  liberal 
definition. 

NAFCU  supports  new  requirements  for  U.S.  Central  Corporate 
Credit  Union.  Currently,  six  of  nine  board  seats  at  U.S.  Central 
are  allotted  to  various  trade  association  representatives.  Corporate 
credit  unions  make  up  reportedly  less  that  half  of  U.S.  Central's 
voting  members.  In  fact,  the  majority  of  the  voting  members  are 
non-credit  union  members.  NAFCU  urges  that  only  corporate 
credit  unions  be  permitted  to  sit  on  the  board-  of  U.S.  Central. 

A  related  question  focuses  on  whether  NCUA  should  prohibit 
an  officer  or  official  of  another  credit  union  related  organization 
from  serving  as  chair  of  a  corporate  credit  union.  While  NAFCU 
and  our  member  credit  unions  fully  support  the  Agency's  initiative 
to  see  that  corporate  credit  unions  maintain  their  independence 
from  other  organizations,  we  believe  that  this  goal  can  best  be 
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accomplished  by  requiring  that  a  majority  of  corporate  directors  are 
independent. 

Once  that  step  is  taken,  we  beUeve  that  each  corporate  credit 
union  board  should  be  allowed  to  elect  its  officers  —  including  chair 
~  from  among  their  own  number.  As  the  Members  of  the 
Committee  realize,  credit  unions  have  a  long  tradition  of  democratic 
selection  of  their  volunteer  leadership,  and  only  under  the  most 
compelling  of  circumstances  —  such  as  the  preservation  of 
institutional  independence  -  should  that  tradition  be  violated. 
Against  that  background,  prohibiting  certain  board  members  from 
serving  as  officers  of  the  credit  union  would  not  appear  to  be 
warranted  or  justified,  and  NAFCU  recommends  against  such  a 
prohibition. 

Regardless  of  any  restrictions  that  may  be  imposed  on 
management  interlocks,  conflicts  of  interest  will  continue  to  arise 
when  matters  come  before  the  board  of  a  corporate  credit  union 
that  directly  involve  a  member  credit  union  whose  representative 


28 


228 

serves  on  the  board.  As  a  result,  NAFCU  supports  a  strong  recusal 
provision  for  such  cases.  We  agree  with  the  agency's  proposal  to 
prohibit  directors,  committee  members,  officers,  agents,  or 
employees  of  corporate  credit  unions  from  participation  in  any 
question  affecting  the  pecuniary  interest  of  any  organization  in 
which  those  individuals  are  interested. 

NAFCU  member  credit  unions  were  divided  as  to  whether 
vacancies  on  the  corporate  credit  union  board  of  directors  should  be 
filled  by  the  corporate  board  or  by  the  credit  union  or  other  entity 
that  the  absent  individual  represented.  Therefore,  we  suggest  that 
each  corporate  credit  union  be  permitted  to  determine  in  its  own 
bylaws  whether  or  not,  in  the  case  of  a  vacancy,  the  entity  elected 
should  be  able  to  appoint  a  replacement  or  the  corporate  board 
should  appoint  a  replacement.  In  either  case,  such  an  appointment 
should  only  be  effective  until  the  next  election. 

Finally,  NAFCU  shares  NCUA's  concern  about  situations  in 
which  management  of  a  corporate  credit  union  reports  to  the 
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officials  of  an  affiliated  trade  association.  NAFCU  agrees  with  the 
agency's  proposal  to  require  that  the  management  of  a  corporate 
credit  union  report  solely  to  the  board  of  directors  of  that  corporate 
credit  union.  A  corporate  credit  union  board  should  always  have 
direct  authority  and  responsibility  for  the  way  the  corporate  is  run. 

Mr.  Chairman,  this  concludes  my  prepared  statement.  Again, 
NAFCU  appreciates  this  opportunity  to  share  our  views  on  these 
issues. 


30 


230 


NAFCU  MEMBER  RESPONSES 

TO  QUESTIONS  REGARDING 

CORPORATE  CREDIT  UNION  ISSUES 


1.  Should  the  board  of  directors  of  a  corporate  credit  union  be 
independently  elected  by  its  members? 

89%  Yes  11%  No 

2.  Should  NCUA  adopt  the  condition  that  at  least  a  majority  of 
the  board  seats  be  held  by  representatives  of  member  credit 
unions? 

89%  Yes  11%  No 

3.  Should  NCUA  require  that  a  majority  of  a  corporate  credit 
union's  board  members  be  members  that  do  not  serve  in  dual 
capacities,  other  than  as  officials  of  both  the  corporate  and  a 
member  credit  union? 

79%  Yes  21%  No 

4.  Should  the  election/appointment  of  an  entity  to  a  position  in 
a  corporate  credit  union  be  considered  to  be  an 
election/appointment  of  the  entity  or  of  the  individual 
representing  that  entity? 

53%   Individual  47%   Entity 

5.  Should  the  NCUA  Board  require  that  management  of  a 
corporate  credit  union  report  solely  to  the  board  of  directors  at 
that  credit  union? 

90%  Yes  10%  No 

An  average  of  63  federal  credit  unions  responded  to  each  question. 
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Capital  Corporate  Federal  Credit  Union 

Investment  Diversification  by  Instrument 

asof  August  31,  1994 


Type 

Amount 

Percentage 

Asset-Backed  Securities 

38,029,610 

2.18% 

Callahan-Target  Maturity 
Portfolio 

10,000,000 

0.67% 

Collateralized  Mortgage 
Obligation 

1,072,530,666 

61.41% 

Government  and  Agency 
Securities 

189,521,732 

9.71% 

US  Central  -  Certificates 

28,277,500 

1.62% 

US  Central  -  MIC 

41,587,599 

2.38% 

US  Central  -  Overnight 

53,340,180 

3.05% 

US  Central  -  PC 

28,202,845 

1.61% 

US  Central  -  Repo 
Certificates 

297,775,082 

17.05% 

US  Treasury  Notes 

6,989,653 

0.40% 

Other 

141,378 

0.01% 

Total 

1,748,476,345 

100.00% 
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Capital  Corporate  Federal  Credit  Union 

Investment  Diversification  by  Issuer 

as  of  August  31,  1994 


Issuer 

Amount 

Percentage 

Callahan 

10,000,000 

0.57% 

Federal  Farm  Credit 
Bank 

1,817,763 

0.10% 

Federal  Home  Loan 
Bank 

91,584,830 

5.24% 

Federal  Home  Loan 
Mortgage  Company 

504,400,316 

28.88% 

Federal  National 
Mortgage  Association 

394,371,227 

22.58% 

Government 
National  Mortgage 
Association 

194,699 

0.01% 

Private  -  'AAA' 

229,671,990 

13.15% 

Small  Business 
Association 

13,178,382 

0.75% 

Student  Loan 

Marketing 

Association 

44,962,804 

2.57% 

US  Central  FCU 

449,163,306 

25.72% 

US  Treasury 

6,989,653 

0.40% 

Other 

141,375 

0.01% 

Total 

1,746,478,345 

100.00% 
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Capital  Corporate  Federal  Credit  Union 

Collateralized  Mortgage  Obligation 

Diversification  as  of  August  31,  1994 


Fixed  Rate  CMC's 

Amount 

Percentage 

FHLMC 

113,823,495 

10.61% 

FNMA 

121,258,941 

11.31% 

Private 

119,287,107 

11.12% 

Subtotal 

354,369,543 

33.04% 

Floating  Rate  CMC's 

FHLMC 

387,821,833 

36.16% 

FNMA 

257,934,217 

24.05% 

Private 

72,365,273 

6.75% 

Subtotal 

718,161,123 

66.96% 

Total 

1,072,530,556 

100.00% 
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Testimony  of  Ralph  Swoboda 

Before  the  Committee  on  Banking,  Finance  and  Urban  Affairs 

U.S.  House  of  Representatives 

October  6, 1994  on  the 
Corporate  Credit  Union  System 


I  am  Ralph  Swoboda,  President  of  the  Credit  Union  National  Association  and  Affiliates.  I  am 
also  one  of  nine  members  of  the  board  of  directors  of  the  U.S.  Central  Credit  Union,  and  until  a 
few  days  ago  I  served  as  the  chief  executive  officer  of  that  organization.  I  know  the  different 
hats  I  wear  have  raised  questions  and  concerns,  and  I  appreciate  the  opportunity  to  appear  here 
today  to  explain  why  Congress  should  rest  assured  that  the  corporate  credit  union  system  in  this 
country  is  safe  and  essential. 

Mr.  Chairman,  the  scrutiny  as  a  result  of  U.S.  Central's  Banesto  investment  ~  scrutiny  by  the 
National  Credit  Union  Administration,  by  your  committee,  by  the  NCUA  independent 
consultants  led  by  former  NCUA  member  Harold  Black,  and  particularly  by  U.S.  Central's  own 
membership  ~  has  been  valuable.  It  has  forced  credit  union  leaders  to  focus  intensely  on  issues 
that  have  been  talked  about  for  several  years.  The  corporate  credit  union  system  is  not  a  safety 
and  soundness  threat,  nor  is  it  perfect.  The  system  continues  to  evolve  to  meet  changing 
marketplace  needs.  I  expect,  and  almost  everyone  familiar  with  corporate  credit  unions  expects, 
within  two  to  five  years  the  system  to  look  quite  different  than  it  does  now.  Precipitous  action  by 
the  federal  government  to  address  perceived  problems  would  not  only  be  unwarranted,  but  could 
be  counterproductive  to  meeting  everyone's  goal  of  having  a  stable,  efficient  and  well- 
functioning  corporate  credit  union  system. 

There  are  three  major  points  upon  which  I  base  my  testimony: 

1.  The  corporate  credit  union  system  is  essential  to  about  13,000  credit  unions  in 
providing  services  to  65  million  American  consumers. 

I  will  put  into  perspective  for  the  committee  why  and  how  the  corporate  credit  union 
system  was  formed,  briefly  describe  what  services  corporates  provide,  and  explain  the 
role  of  U.S.  Central  in  this  system.  James  Bell,  President  of  U.S.  Central  Credit  Union, 
will  provide  details  on  U.S.  Central's  operations. 

2.  The  corporate  credit  union  system  is  capable  of  meeting  the  challenges  of  providing 
quality  services  to  credit  unions  without  raising  safety  and  soundness  concerns. 

1  will  discuss  what  I  view  as  the  major  issues  currently  facing  corporate  credit  unions. 
These  issues  are: 

Responding  to  changing  credit  union  needs  and  marketplace  competition; 

Building  the  capital  necessary  to  provide  other  services  and  to  allay  concerns 

about  corporate  capital  adequacy;  and 

Persuading  NCUA  and  concerned  members  of  Congress  that  the  federal 


235 


government  does  not  need  to  impose  radical  changes  in  the  structure  or  operations 
of  U.S.  Central  or  state-level  corporates. 

3.  Nothing  has  happened  to  warrant  the  federal  government  stripping  credit  unions  of 
the  right  to  choose  what,  if  any,  working  relationship  they  want  between  their  trade 
associations  and  their  corporates. 

There  are  simply  no  similarities  between  our  structure  and  the  savings  and  loan  debacle. 
I  know  the  chairman  has  described  as  "obsolete"  what  we  call  "integration"  of  trade 
associations  and  corporate  credit  unions,  but  I  respectfully,  and  strongly,  disagree.  More 
than  half  of  the  corporates  remain  integrated  with  state  leagues,  through  overlapping 
board  members  and/or  management  agreements  whereby  league  employees  perform  some 
or  many  duties  on  behalf  of  the  corporate.    My  testimony  will  try  to  address  the  problems 
that  NCUA  alludes  to,  but  refuses  to  discuss  publicly.  We  worked  closely  with  NCUA  to 
tighten  the  corporate  regulations  in  1 992,  and  we  are  sure  that  every  example  of  potential 
problems  that  NCUA  has  brought  to  the  committee's  attention  could  have  ~  and  has  ~ 
been  addressed  by  the  exercise  of  NCUA's  wide-reaching  supervisor}'  and  enforcement 
powers. 

Last  week  this  committee  was  assured  by  NCUA  and  the  U.S.  General  Accounting  Office  that 
the  credit  union  movement  is  sound  and  that  the  National  Credit  Union  Share  Insurance  Fund  is 
in  excellent  condition.  This  week  I  want  to  assure  you  that  corporate  credit  unions  are  sound  and 
pose  no  threat  to  the  National  Credit  Union  Share  Insurance  Fund  or  to  the  institutions  they  are 
chartered  to  serve. 

Before  turning  to  the  specifics  of  my  testimony,  I  would  like  to  set  the  record  straight  about  the 
issue  that  triggered  this  Congressional  inquiry,  that  is  U.S.  Central's  investment  in  Banco 
Espanol  de  Credito,  "Banesto."  Contrary  to  a  statement  made  in  this  room  last  week,  there  was 
no  loss  to  U.S.  Central;  all  principal  and  interest  was  paid  when  due.  The  final  payment  on  the 
$255  million  U.S.  Central  had  on  deposit  in  Banesto  as  of  December  3 1 ,  1993  was  paid  on  June 
9,  1994.  Moreover,  I  would  like  to  correct  any  false  impression  that  this  was  a  "derivative" 
investment.  All  fimds  were  in  time  deposits  or  Euro  certificates  of  deposits.  These  investments 
were  made  in  accordance  with  NCUA's  regulations  governing  corporate  credit  unions,  and  were 
based  on  U.S.  Central's  then  existing  investment  policy  that  focused  on  default  risk  (that  is,  that 
governments  in  Europe  and  Japan  will  not  allow  major  banks  in  their  country  to  default  on 
obligations).  Our  assumptions  were  correct,  but  Banesto  certainly  led  to  improvement  in  U.S. 
Central  credit  risk  analyses.  I  should  add  that  U.S.  Central  was  in  very  good  company  in 
Banesto.  J.  P.  Morgan  &  Company  was  not  only  a  depositor  but  an  equity  stakeholder  in 
Banesto.  U.S.  Central  and  Morgan  Guaranty  Trust  Company  are  the  only  two  United  States 
financial  institutions  ranked  as  "AAA"  by  Standard  and  Poor's  long-term  rating  criteria. 


236 


1.         The  corporate  credit  union  system  is  essential  to  13.000  credit  unions  in  providing 
services  to  65  million  American  consumers. 

Mr.  Chainnan,  you  ended  last  week's  hearing  by  asking  Thomas  McCool,  GAO's  witness,  a 
question  to  the  effect  of  "why  should  private  institutions  be  providing  liquidity  to  credit  unions, 
when  the  federal  government  provides  this  service  to  banks  and  thrifts?"  Mr.  McCool  deferred 
his  answer  until  today,  but  I  would  like  to  answer  this  question,  since  its  answer  explains  the 
structure  and  functions  of  today's  corporate  credit  union  system. 

Why  The  Corporate  Credit  Union  System  Exists 

The  basic  answer  to  your  question  is  that  credit  unions  tried  for  years  to  get  Congress  to  create  a 
federally  chartered  central  bank  for  credit  unions  and  were  turned  down.  The  original  draft  of  the 
Federal  Credit  Union  Act  of  1934  included  a  section  creating  a  central  bank  for  credit  unions,  but 
it  was  dropped  in  exchange  for  a  proposal  to  allow  federal  credit  unions  to  make  deposits  in,  and 
borrow  from,  Federal  Reserve  Banks.  That  provision  was  dropped  when  the  Federal  Reserve 
System  objected.  During  the  1 940's,  especially  during  the  war  years,  credit  unions  experienced  a 
number  of  liquidity  problems,  which  resulted  in  the  first  corporate  central  credit  union  being 
chartered  in  Kansas  in  1 95 1 .  That  same  year  the  credit  union  movement  succeeded  in  getting  a 
bill  introduced  for  a  "national  central  bank"  and  seven  regional  banks  to  serve  credit  unions,  but 
Congress  did  not  address  the  issue.  After  several  other  efforts  to  get  Congress  to  act,  credit 
unions  realized  tliey  were  going  to  have  to  address  liquidity  needs  on  their  own.  In  the  decades- 
old  tradition  of  cooperation,  credit  imion  leagues  began  to  establish  state-chartered  corporate 
central  credit  unions.  Following  severe  liquidity  problems  in  1966  and  1969,  the  credit  union 
movement  again  strenuously  petitioned  Congress  for  a  central  bank.  Congressman  Wright 
Patman  introduced  bills  in  1971  and  1973  to  create  a  national  credit  union  bank,  but  no 
legislation  was  enacted. 

Deciding  that  the  movement's  liquidity  and  investment  needs  would  have  to  be  addressed  totally 
by  the  private  sector,  CUNA  obtained  a  charter  for  the  U.S.  Central  Credit  Union  in  1974. 
Financial  reform  bills  in  the  1 970's  advanced  the  concept  of  a  central  liquidity  facility  for  credit 
unions,  but  not  a  central  bank.  This  compromise  to  provide  a  backstop  became  acceptable  to  the 
credit  union  movement  as  the  private-sector  corporate  system  became  a  reality.  Title  III  of  the 
Federal  Credit  Union  Act,  creating  the  Central  Liquidity  Facility,  was  enacted  in  1978,  with 
credit  union  membership  completely  voluntary.  In  the  early  1980's  U.S.  Central  joined  the  CLF 
on  behalf  of  most  credit  unions  to  provide  the  assurance  of  access  in  times  of  liquidity  crunches. 

U.S.  Central's  assets  had  grown  to  $4.3  billion  in  1980,  when  the  Monetary  Control  Act  was 
passed  that  year.  That  law  finally  gave  credit  unions  limited  access  to  the  Fed's  discount  window 
as  the  lender  of  last  resort.  If  push  comes  to  shove  and  credit  unions  really  do  need  access,  I 
strongly  suspect  credit  unions  would  find  themselves  at  the  "back  of  the  line"  at  the  discount 
window  with  hat  in  hand.  The  corporate  credit  union  system  was  developed  and  the  services 
corporates  offer  today  are  designed  to  be  an  altemative,  so  that  credit  unions  would  not  be 
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dependent  on  the  banking  industry.  In  fact  I  find  it  very  ironic  to  see  the  American  Bankers 
Association  and  the  Independent  Bankers  Association  of  America  filing  letters  with  NCUA  on 
the  board  structure  and  management  of  corporate  credit  unions.  I  am  sure  their  logic  is  that 
weakening  corporate  credit  uriions  will  result  in  more  business  by  banks  from  natural  person 
credit  unions.  Obviously,  we  oppose  any  efforts  to  undermine  our  current  corporate  credit  union 
system. 

The  General  Accounting  Office  last  week,  once  again,  recoirmiended  dissolving  the  Central 
Liquidity  Facility.  We  agree  that  economic  conditions  have  changed  the  basic  purpose  of  the 
corporate  credit  union  system,  because  demands  for  liquidity  fi"om  credit  unions  rarely  arise. 
Nevertheless,  we  oppose  dismantling  the  backup  which  the  CLF  provides  to  the  credit  union 
movement.  The  CLF  costs  virtually  nothing  to  administer  (a  cost  paid  for  by  credit  unions),  and 
although  the  statute  gives  the  CLF  a  $600  million  line  to  the  U.S.  Treasury  (on  which  there  are 
annual  appropriations  hearings),  this  line  is  not  used  under  current  economic  conditions. 

As  you  can  see,  we  found  a  private  sector  solution  for  our  problems,  relying  upon  the  cooperative 
approach  so  famous  in  credit  unions.     It  is  important  to  realize  that  the  basic  purpose  for  which 
corporates  were  created  is  not  a  significant  part  of  their  current  operations.    For  many  years, 
credit  unions  experienced  high  loan  demands;  it  was  not  unusual  for  credit  unions  to  be  90%, 
100%,  100+%  loaned  out.  The  corporate  system  was  envisioned  to  pool  credit  union  funds  from 
around  the  country  to  meet  these  liquidity  needs,  as  well  as  liquidity  needs  for  credit  unions  that 
experienced  higher  requests  for  withdrawals  than  they  had  liquid  assets  on  hand. 

The  corporate  credit  union  was  envisioned  as  expanding  and  contracting  as  the  liquidity  needs 
varied.  The  economy  changed  in  the  last  15  years,  and  today  corporate  credit  unions  primarily 
serve  the  role  of  investing  the  excess  liquidity  of  their  credit  union  members.  I  should  note  here 
that  credit  unions  share  NCUA's  interest  in  making  more  loans,  since  good  loans  are  the  best 
asset  a  credit  union  can  hold.  CUNA  has  a  Lending  Committee  making  suggestions  on  how  the 
regulatory  process  can  be  improved  to  encourage  lending,  and  the  CUNA  Mortgage  Corporation 
is  putting  together  a  mortgage  program  to  allow  credit  unions  to  make  more  "non-conforming" 
mortgage  loans  which  will  allow  more  lower-income  people  to  own  their  own  homes. 

How  The  "Corporate  Credit  Union  Network"  Fits  Into  The  "Credit  Union  Svstem" 

The  Credit  Union  System  is  a  three-tiered  system.  The  first,  and  of  course  most  important,  tier  is 
composed  of  the  approximately  13,000  "natural  person"  credit  unions  which  serve  primarily 
consumers  and  some  small  businesses.  As  Chairman  Gonzalez  noted  last  week,  credit  unions  are 
pluralistic,  serving  all  walks  of  life.    Many  credit  unions  provide  a  full  range  of  financial 
services  to  their  members,  including  a  wide  variety  of  types  of  accoimts  and  loans  as  well  as 
other  services,  such  as  electronic  payments,  ATM  access,  etc.  Many  other  credit  unions  are  what 
we  call  "plain  vanilla,"  offering  only  basic  savings  accounts  and  consumer  loan  programs. 
Mostly,  but  not  always,  the  differences  of  services  is  due  to  the  size  of  the  credit  union. 
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The  oiiddle  tier  is  found  at  the  state  or  regional  levels  and  is  composed  of  42  corporate  credit 
unions,  the  state  credit  union  trade  associations  (called  leagues),  and  service  corporations  which 
are  owned  by  state  leagues  and  provide  products  and  services  utilizing  economies  of  scale  and 
volume  discounts.  The  corpo'rates,  along  with  U.S.  Central,  comprise  the  "Corporate  Credit 
Union  Network."  The  corporates  provide  a  variety  of  financial  and  payment  services  to  natural 
person  credit  imions,  including  investments,  liquidity  services,  coin  and  currency  delivery,  check 
clearing,  and  share  draft  processing.  Services  offered  by  corporates  vary  and  are  determined  by 
their  resources  and  their  membership  demand  for  a  particular  service.  (There  is  one  other 
corporate  which  is  a  small,  independent  corporate  serving  the  League  of  IBM  Credit  Unions.) 

The  third  tier  is  at  the  national  level  and  consists  of  U.S.  Central  Credit  Union,  CUNA,  and  other 
organizations  affiliated  with  CUNA,  in  particular  the  CUNA  Service  Group,  which  provides  such 
products  and  services  as  credit  card  operations,  individual  retirement  account  support,  and  forms 
to  comply  with  the  myriad  of  regulatory  requirements.  CUNA  is  the  leading  trade  association  of 
credit  unions,  representing  over  90%  of  the  nation's  credit  unions  through  our  state  leagues.  It 
serves  the  traditional  trade  association  functions  of  education,  communications  and 
representation.  Although  CUNA  has  a  good  working  relationship  with,  and  rents  some  space 
from,  CUNA  Mutual  Insurance  Group,  the  insurance  company  operates  with  a  separate  board 
and  management  structure.  CUNA  and  CUNA  Mutual  Insurance  Group  do  engage  in  some  joint 
ventures,  the  most  notable  one  being  the  organization  and  operation  of  CUNA  Mortgage 
Corporation. 

U.S.  Central's  mission  is  to  support  the  Credit  Union  System  by  providing  quality,  cost-effective 
financial  products  and  services  to  corporate  credit  unions.  It  fiinctions  as  a  central  depository  to 
meet  the  short-tenn  and  long-term  liquidity  needs  of  its  corporate  members  by  maintaining 
access  to  public  and  private  capital  markets.  U.S.  Central  provides  wholesale  financial  and 
payment  services  to  its  42  corporate  members,  including  investment  services  (including  a  variety 
of  share  and  certificate  programs),  liquidity  services  (including  credit  lines,  demand  loans, 
reverse  repurchase  loans,  settlement-related  loans,  and  term  loans),  automated  settlement, 
securities  safekeeping,  reverse  repurchase  programs,  data  processing,  accounting,  and  paper- 
based  and  electronic  payment  services.  Although  lending  to  corporates  has  been  relatively  low  in 
recent  years,  U.S.  Central  stands  ready  to  make  loans  when  needed  to  support  cash  liquidity 
needs  of  the  Credit  Union  System.  Corporate  Network  Brokerage  Services,  Inc.  was  capitalized 
by  credit  union  organizations,  and  not  only  provides  broker/dealer  services,  but  also  offers 
investment  advisory  and  investment  management  services  to  credit  unions  and  corporates.  U.S. 
Central  owns  70%  of  the  CNBS  Holding  Company.  CUNA  Service  Group  and  CUNA  Mutual 
Investment  Corporation  each  own  15%.  U.S.  Central  extends  a  secured  $25  million  line  to 
CNBS  as  a  backup  for  settling  security  transactions. 

The  basic  premise  of  the  Credit  Union  System  is  "strength  in  numbers."  Regardless  of  bankers' 
public  relations  campaigns  and  lawsuits,  it  is  important  to  recognize  that,  in  aggregate,  credit 
unions  remain  a  small  part  of  the  fmancial  services  marketplace,  holding  combined  assets  less 
than  the  two  largest  banks  in  the  country.  Because  of  their  cooperative  structure,  CUNA  and 
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U.S.  Central  can  engage  in  research  and  development  projects  individual  credit  unions  or 
corporates  could  not  afford.  The  classic  example  by  CUNA  is  the  development  of  the  share  draft 
program,  in  which  the  credit  union  movement  took  the  lead  in  providing  interest-bearing 
checking  accounts  to  the  nation. 

Credit  union  trade  associations  and  corporates  allow  smaller  credit  unions  to  offer  services  and 
receive  investment  returns  they  could  never  safely  and/or  efficiently  offer  on  their  own.  In  the 
hearings  last  week  a  member  of  this  committee  expressed  concern  about  smaller  credit  unions 
investing  in  collateralized  mortgage  obligations  (CMOs)  without  having  the  necessary  expertise. 
There  is  no  reason  for  such  credit  unions  to  be  involved  with  such  investments.  The  corporate 
system  can  and  does  provide  all  types  and  sizes  of  credit  unions  with  safe  investment  options. 

A  majoi  concern  CUNA  has  with  the  attention  that  Banesto  has  brought  to  the  corporate  system 
is  that  NCUA  or  Congress  will  overreact  to  perceived  concerns  by  imposing  overly  restrictive 
operating  rules  or  unrealistic  capital  standards  that  will  undermine  corporate  credit  unions'  ability 
to  compete  to  such  a  degree  that  credit  unions  end  up  "having  to  go  it  alone"  in  making 
investments.  NCUA  can  certainly  recount  the  problems  of  credit  unions  falling  prey  to  fly-by- 
night  brokers.  Moreover,  credit  unions  would  have  to  rely  upon  the  banking  industry,  an 
industry  that  clearly  competes  with  credit  unions,  to  provide  many  other  services.  Corporates  are 
here  for  the  long  haul,  and  their  whole  existence  is  centered  on  making  sure  that  credit  unions 
prosper. 

2.         The  corporate  credit  union  system  is  capable  of  meeting  the  challenges  of  providing 
quality  services  to  credit  unions  without  raising  safety  and  soundness  concerns. 

CUNA  was  disappointed  in  NCUA  Chairman  Norman  D'Amours'  characterization  last  week  that 
the  "corporate  system  was  expanding  in  a  haphazard  manner...."  It  implies  that  something  is 
terribly  wrong  within  the  system,  which  is  simply  not  true.  According  to  our  information,  all  but 
two  corporates  have  high  CAMEL  ratings,  and  these  42  corporates  hold  98%  of  the  assets  of  the 
corporate  system.  One  corporate,  the  Federacion  de  Cooperativeas  de  Ahorro  y  Creditor  of 
Puerto  Rico,  was  placed  into  conservatorship  by  NCUA  in  September. 

The  committee  asked  that  I  present  CUNA's  views  on  issues  currently  facing  the  corporate  credit 
union  system.  The  three  major  issues  I  see  corporate  credit  unions  must  satisfactorily  address 
are: 

0  The  need  for  corporate  credit  unions  to  rapidly  accommodate  change  and  obtain 

necessary  technology  in  order  to  position  themselves  to  serve  credit  unions  within  an 
increasingly  competitive  marketplace. 

o  The  need  to  build  the  capital  necessary  to  provide  services  and  allay  concerns  about 

inadequate  capital. 
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o  The  need  to  persuade  NCUA  and  Congress  not  to  make  radical  changes  in  the  structure  or 

operations  of  corporate  credit  unions  which  could  undermine  the  ability  of  corporates  to 
serve  natural  person  credit  unions. 

Corporates  Serving  Credit  Union  Needs  in  the  Year  2000 

Corporates  will  remain  essential  as  long  as  they  continue  to  adjust  to  the  ever-changing  fmancial 
marketplace.  Every  corporate  credit  union  chairman  and  manager  whom  I  know  realizes  that  the 
corporate  credit  union  system  will  look  quite  different  within  the  next  few  years.  NCUA's 
"Black  Study"  refers  to  this,  but  the  truly  thought-provoking  work  was  commissioned  by  the 
Corporate  Forum  (composed  of  the  members  of  the  Corporate  Credit  Union  Network)  in 
November  1992  and  written  by  the  independent  consulting  group,  BEI  Golembe.  Its  report 
entitled  "The  CCUN  and  Its  Positioning  Within  the  Financial  Services  Industry,"  was  completed 
in  August  1993.  I  would  be  happy  to  provide  a  copy  to  the  committee  if  your  staff  does  not 
already  have  one.  The  fact  that  the  corporate  credit  union  system  saw  the  importance  of  taking 
this  look  ahead  shows  its  ability  to  plan  for  and  meet  the  future. 

BEI  Golembe  was  asked  to  evaluate  the  effectiveness  of  the  two  main  components  of  the  CCUN 
~  corporate  credit  unions  and  U.S.  Central  ~  in  serving  natural  person  credit  unions,  within  the 
changing  marketplace.  The  principal  questions  addressed,  within  the  context  of  the  anticipated 
future  fmancial  service  environment,  were:  What  market  segment  will  corporates  serve?  What 
products  and  services  will  they  be  expected  to  offer?  What  capabilities  will  corporates  need  to 
have?  And  what  alternative  CCUN  organizational  structures  would  best  serve  credit  unions 
within  the  fiiture  enviroiunent? 

Among  other  conclusions,  the  BEI  Golembe  report  states  that  "in  order  to  effectively  support 
increasingly  complex  credit  union  needs,  the  CCUN  must  aggressively  add  to  the  following 
capabilities: 

o  Ability  to  take  risk,  supported  by  adequate  capitalization; 

0  Ability  to  provide  sophisticated  investment  products  and  services  to  credit  imions; 

0  Ability  to  provide  a  broad  range  of  processing  services,  at  competitive  cost  and 

quality  levels;  and 
o  Ability  to  efficiently  access  the  latest  information  technology. 

BEI  Golembe  anticipates  that  meeting  these  challenges  will  require  consolidation,  which 
evervone  exnects.  The  renort  states: 


everyone  expects.  The  report  states 


"The  weaknesses  in  the  system  caused  by  the  existence  of  smaller  corporates  who  cannot 
provide  a  wide  range  of  quality  services  at  competitive  rates  need  to  be  addressed  by  all 
means  available.  In  some  cases,  this  may  be  mergers  of  smaller  into  larger  corporates, 
where  local  boards  fmd  this  the  best  solution. 
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In  other  cases,  the  boards  of  small  corporates  may  prefer  to  become  branches  of  U.S. 
Central;  we  see  no  reason  why  this  should  not  occur,  since  it  may  be  the  best  way  for  the 
CCUN  to  serve  credit  unions  competitively,  if  smaller  corporates  view  an  alliance  with 
U.S.  Central  as  preferable  to  an  alliance  with  another  corporate." 

Different  corporates  are  responding  in  different  ways  as  the  witnesses  who  are  here  today  from 
corporate  credit  unions  will  attest.  The  U.S.  Central  Board  had  a  plaiming  session  in  August  to 
review  our  strategic  direction.  The  planning  group  identified  nine  key  factors  affecting  the  fiiture 
of  the  Corporate  Credit  Union  Network: 

0  Expanded  competition  from  other  fmancial  institutions  and  providers  of  financial 

services. 
o  Increased  capital  market  access  and  efficiency  leading  to  lower  profitability  of 

traditional  intermediation  services. 
o  An  increasing  movement  toward  capital  intensive,  technology-based  delivery 

systems. 
o  The  limitations  on  the  ability  to  increase  capital  within  the  Network  and 

increasing  concerns  over  capital  adequacy  within  the  Network, 
o  The  regulatory  disposition  toward  corporate  consolidation  and  efficiencies, 

o  Pressures  on  the  Network  market  share  in  many  of  its  services, 

o  A  growing  interest  among  corporate  credit  unions  in  more  efficient  delivery 

systems. 
0  The  continued  consolidation  of  natural  person  credit  unions  and  the  increasing 

probability  of  consolidation  within  the  Network. 
o  An  increased  need  within  natural  person  credit  unions  for  broader  product  lines, 

additional  product  and  service  support  and  specialization  of  resources. 

After  considering  many  alternative  roles  possible  for  U.S.  Central  in  coming  years,  the  U.S. 
Central  Board  at  its  September  meeting  reaffirmed  its  commitment  as  the  "third  tier,"  exclusively 
serving  corporate  credit  unions.  U.S.  Central  will  intensify  its  efforts  to  provide  liquidity  to  the 
credit  union  movement,  to  develop  a  state-of-the-art  national  settlement  system,  and  to  develop 
an  electronic  communications  system  for  electronic  delivery  of  services  to  corporate  credit 
unions. 

The  committee  asked  that  I  respond  to  the  question  of  whether  corporates  should  be  allowed  to 
compete  beyond  their  current  geographic  boundaries.  The  Black  Study  recommends  that  "all 
corporates  should  have  expanded  fields  of  membership  in  order  to  promote  competition  that 
would  increase  efficiency  and  lower  the  prices  of  services  to  member  credit  unions."  NCUA 
would  only  have  direct  authority  to  change  the  fields  of  membership  for  federally  chartered 
corporates,  and  several  federal  corporates  were  originally  granted  regional  charters.  For  instance. 
Western  Federal  Corporate  Credit  Union  based  in  California  and  Capital  Corporate  Federal 
Credit  Union  located  in  metropolitan  Washington  have  authority  to  serve  and  do  serve  credit 
unions  that  can  also  receive  services  from  other  corporates. 
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I  think  that  it  is  inevitable  that  corporates  will  compete  for  credit  union  business,  but  I  urge 
Congress  and  NCUA  to  seriously  consider  the  ramifications  before  adopting  a  policy  opening 
wide  coiporates'  fields  of  membership.  On  the  one  hand,  my  feeling  is  that  there  is  already  so 
much  competition  for  credit  unions'  investable  funds,  why  shouldn't  corporates  be  allowed  to 
compete  with  one  another.    Why  then  do  I  urge  a  "go  slow"  approach?  A  corporate  will 
compete  based  on  cost  of  services  and  return  on  investments.  I  am  concerned  that  if  there  is  not 
an  orderly  game  plan  in  opening  up  corporate  competition,  we  will  eventually  be  called  back 
before  this  committee  to  explain  investment  problems  involving  "chasing  rates."  Also,  I  urge  the 
federal  government  to  give  the  private  corporate  system  time  to  make  some  rational  decisions  on 
mergers,  rather  than  forcing  mergers  due  to  the  adoption  of  a  federal  policy. 

I  have  gone  through  some  of  our  efforts  to  date  to  plan  and  adjust  for  the  future  to  assure  the 
committee  we  recognize  changes  are  needed  and  will  be  made  to  keep  the  corporate  system 
vibrant  and  relevant.    I  would  now  like  to  focus  on  an  issue  I  know  is  of  major  concern  of  the 
committee:    Keeping  the  system  sound  as  measured  by  capital. 

Capital  Adequacy 

Mr.  Chairman,  you  have  asked  me  to  address  the  issue  of  capital  adequacy  of  corporate  credit 
unions.  CUNA  supports  increasing  the  capital  levels  of  corporate  credit  unions  in  general, 
and  U.S.  Central  in  particular.  As  a  member  of  the  U.S.  Central  Board,  1  want  to  assure  this 
committee  that  U.S.  Central  is  committed  to  build  our  capital  through  capitalization  by  our 
member  corporates,  by  increased  earnings,  and  possibly  with  a  shrinkage  of  U.S.  Central's 
balance  sheet. 

If  asked  whether  the  corporates  and  U.S.  Central  have  adequate  capital,  I  would  have  to  answer 
"yes  and  no."  "Yes"  in  the  sense  that  the  capital  of  U.S.  Central  and  the  corporates  has  imtil  now 
been  adequate  for  the  limited  way  in  which  they  operate.  "No"  in  the  sense  that  U.S.  Central  and 
the  corporates,  in  looking  to  the  future,  realize  that  they  will  have  to  offer  a  wider  array  of 
services  and  investment  options  to  their  members  which  will  require  a  greater  safety-and- 
soundness  cushion  in  terms  of  capital. 

I  know  the  committee  and  its  staff  have  closely  examined  this  issue,  and  the  Black  Study  focuses 
most  of  its  attention  on  capital  and  investments.  It  is  difficult  to  compare  the  capital  of  U.S. 
Central  and  the  corporates  to  other  depository  institutions  because  the  corporates  are  so  different 
in  structure  and  operation.  The  following  factors  must  be  taken  into  account  when  considering 
corporate  capital  adequacy: 

o  Corporates  are  cooperatives  and  as  such  cannot  issue  stock.  The  only  way  to 

build  pure  equity  capital  is  through  the  retention  of  earnings  (reserves). 
Corporates  can,  however,  issue  equity-like  instruments,  called  membership  shares. 
The  distinction  between  retained  earnings  and  membership  shares  is  similar  to  the 
difference  between  Tier  1  and  Tier  2  capital  for  the  banking  system. 
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0  Corporates  deal  entirely  in  wholesale  as  opposed  to  retail  markets.  As  such,  they 

must  operate  on  very  thin  spreads  between  the  rates  they  earn  on  their  investments 
and  the  rates  they  pay  to  member  credit  unions.  This  makes  rapid  capital 
accumulation  through  retained  earnings  difficult.  Moreover,  for  years  it  was  the 
pohcy  of  U.S.  Central  to  pass  through  as  much  earnings  as  possible  to  its  42 
corporate  members.  This  is  why  U.S.  Central's  capital  has  always  been  relatively 
low,  but  acceptable  to  its  state  and  federal  examiners  due  to  its  conservative 
operations. 

o  As  cooperatives  serving  only  credit  unions,  corporates  are  not  exposed  to  many  of 

the  balance  sheet  risks  faced  by  commercial  banks.  Commercial  banks  typically 
hold  large  portfolios  of  conmiercial,  consumer  and  mortgage  loans,  all  of  which 
are  subject  to  normal  losses  requiring  capital.  There  are  almost  no  loans  on  the 
books  of  corporates,  and  virtually  all  corporate  loans  to  credit  imions  are  secured. 
The  allowable  investments  of  corporates  are  limited  by  federal  regulation.  (In  its 
20  year  history,  U.S.  Central  has  never  incurred  a  loss  due  to  a  default  on  an 
investment  or  loan.) 

o  All  of  the  deposits  of  corporates  in  U.S.  Central  are  the  pass-through  of  deposits 

that  credit  unions  have  placed  in  their  corporate  credit  unions.  Every  time  a  credit 
union  deposits  a  dollar  in  a  corporate  that  is  then  invested  in  U.S.  Central,  that  one 
dollar  of  credit  union  investment  is  covered  by  capital  at  two  levels,  at  the 
corporate  and  at  U.S.  Central.  Put  differently,  were  U.S.  Central  ever  to  fail  (were 
its  capital  to  be  used  up),  the  remaining  capital  of  corporate  credit  unions  would 
stand  between  that  failure  and  any  losses  to  credit  unions. 

With  these  factors  in  mind,  I  would  like  tq  review  the  current  capital  levels  of  corporate  credit 
unions  and  U.S.  Central.  As  of  Augtist  31, 1994,  U.S.  Central  had  a  ratio  of  reserves  and 
undivided  earnings  (UDE)-to-assets  of  1 .0%  (called  primary  capital  ratio).  Its  membership 
shares  -  although  at  this  time  not  fitting  the  regulatory  definition  of  "membership  capital  share 
deposits"  -  amounted  to  4.5%  of  assets.  The  total  capital-to-asset  ratio  was  therefore  5.5  %.  For 
the  42  corporate  members  of  U.S.  Central,  the  average  ratio  of  reserves/UDE-to-assets  as  of  Jime 
30, 1994  was  2.0%  (primary  capital).  (June  data  is  used  here  since  that  is  the  last  aggregate  data 
readily  available).  Membership  shares  were  4.0%  of  assets,  for  a  combined  capital-to-asset  ratio 
with  rounding  of  6.1%. 

I  know  the  initial  reaction  of  anyone  who  hears  the  "pure"  capital  figures  of  1%  and  2%, 
particularly  when  compared  to  the  average  capital  level  of  natural  person  credit  unions  of  9.1%, 
may  be  one  of  alarm.  It  shouldn't  be.  To  assess  the  situation  properly  you  need  to  look  at  risk- 
based  capital,  which  weighs  the  types  of  investments  a  financial  institution  makes.  As  described 
above,  corporates  make  conservative  investments,  which  are  properly  ranked  relatively  low  in 
risk.  NCUA's  regulation  governing  corporate  credit  unions  recognizes  this  fact  (§704.1 1).  It 
requires  minimum  capital  levels  based  on  risk-weighted  (not  total)  assets.  Primary  capital 
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(reserves  and  undivided  earnings)  must  be  at  least  4%  of  risk-weighted  assets.  Total  capital 
(primary  and  secondary,  which  includes  membership  capital  share  deposits)  must  be  at  least  8% 
of  risk-weighted  assets.  As  of  June  30, 1994  all  42  corporate  credit  union  members  of  U.S. 
Central  exceeded  these  minimiims.  In  fact,  the  average  ratio  of  primary  capital  to  risk  assets  at 
these  corporates  was  9.4%,  and  total  capital  to  risk  assets  was  1 8.3%.  This  means  that  on 
average  just  over  21%  of  corporate  assets  are  considered  risk  assets  under  NCUA's  definition,  a 
definition  similar  to  the  Bank  for  International  Settlements  (often  refened  to  as  the  Basle 
Accords).  I  might  note  that  for  all  banks  larger  than  $10  billion,  the  ratio  of  risk-assets  to  total 
assets  using  the  Basle  definitions  averages  75%,  over  three  times  the  figure  for  corporates. 

As  of  August  1994,  the  ratio  of  U.S.  Central's  primary  capital  to  risk-weighted  assets  was  4.0%, 
and  total  capital-to-total  assets  of  5.5%.  Including  U.S.  Central's  "membership  shares"  in  total 
capital  produces  a  ratio  of  total  capital  to  risk-weighted  assets  of  21.7%.  Recognizing  U.S. 
Central's  unique  position  as  the  third-tier,  NCUA  has  adjusted  U.S.  Central's  reserve 
requirements  under  §704,  permitting  U.S.  Central  to  transfer  reserves  at  one-half  of  the  effective 
rate  for  corporates,  not  to  exceed  10  basis  points.  This  regulatory  authorization  expires  on 
January  1995. 

The  Black  Study  concludes  that  "primary  capital  ratios  in  the  CCUN  are,  on  average,  inadequate" 
and  recommends  "that  the  NCUA  establish  stronger  capital  standards  for  corporates  and  U.S. 
Central.  Corporates  and  U.S.  Central  should  be  required,  within  an  adjustment  period  of  2  to  3 
years,  to  meet  both  the  primary  and  risk-based  capital  requirements  set  forth  by  NCUA."  CUNA 
supports  increasing  capital  levels  of  corporate  credit  unions,  but  the  questions  that  need  to  be 
addressed  are  what  changes  should  be  considered  in  the  reserving  regulation  itself  and  under 
what  timetable.    The  current  corporate  reserve  requirements,  adopted  in  1992  and  only  fully 
effective  January  1, 1994,  were  reasonable  standards  from  the  perspectives  of  both  the  agency 
and  the  corporates  when  developed  in  1991,  and  further  discussion  is  needed. 

I  do  agree  with  the  Black  committee  that  we  have  to  take  a  hard  look  at  membership  shares  in 
order  to  have  credit  unions  make  a  more  permanent  contribution  to  underwriting  the  products  and 
services  they  will  expect  from  their  corporate.  I  also  agree  with  the  Black  Study  that  regulatory 
limitations  on  the  amount  of  investments  in  one  entity  appropriately  should  be  expressed  as  a 
percentage  or  multiplier  of  capital,  not  assets.  Exactly  what  those  percentages  should  be 
undoubtedly  will  be  a  matter  of  discussion  with  NCUA  in  future  months. 

Mr.  Chairman,  looking  to  the  future,  U.S.  Central  and  the  corporates  will  need  to  build  more 
capital  if  they  are  to  continue  to  meet  the  evolving  needs  of  their  member  credit  unions.  To  that 
end  and  as  part  of  U.S.  Central's  strategic  plan,  we  see  a  much  smaller  role  for  U.S.  Central  as  a 
direct  vehicle  for  the  investments  of  larger  corporate  credit  unions.  This  trend  has  been 
developing  for  some  time,  and  will  serve  to  raise  U.S.  Central's  capital  ratios  as  asset  size 
shrinks.  For  these  member  corporates,  U.S.  Central  intends  to  specialize  in  providing  high 
quality  transaction  services.  For  small  corporates,  U.S.  Central  will  continue  to  play  an 
important  role  as  an  acceptor  of  deposits.  With  this  new  direction,  we  intend  to  require  from 
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corporate  credit  union  members  an  amount  of  capital  consistent  with  the  type  of  service  they  use 
from  U.S.  Central.  Corporates  that  place  deposits  in  U.S.  Central  will  be  required  to  capitalize 
U.S.  Central  more  than  those  that  do  not.  This  will,  of  course,  also  raise  U.S.  Central's  capital 
ratios. 

The  Black  Study  "finds  that  many  [regulatory]  distinctions  between  U.S.  Central  and  other 
corporates  are  arbitrary  and  recommends  they  be  eliminated."  CUNA  agrees  that  in  the  future 
U.S.  Central  should  not  have  special  reserving  rules,  but  U.S.  Central  will  undoubtedly  need  a 
longer  transition  than  other  corporates  for  building  capital,  given  its  prior  position  as  the  "third- 
tier"  with  a  policy  of  passing  through  as  much  earnings  as  absolutely  possible. 

As  the  Black  Study  notes,  only  about  one-fourth  of  credit  union  investments  are  in  the  corporate 
system  (and  about  half  of  the  corporate  credit  unions'  investments  are  placed  at  U.S.  Central 
today).  I  strongly  believe  that  the  federal  government  has  a  vested  interest  in  making  the 
corporate  system  more,  not  less,  attractive  as  an  investment  alternative  for  credit  unions.  The 
reason  is  very  simple.  NCUA  closely  monitors  all  corporate  credit  union  operations,  and 
therefore  it  is  in  a  much  better  position  to  evaluate  risks  taken  by  credit  unions  investing  via  the 
system.  Moreover,  corporates  that  deal  with  credit  union  members  on  a  regular  basis  have  no 
interest  in  steering  the  credit  union  into  an  inappropriate  investment.  My  one  fear  is  that  the 
agency  may  rush  forward  with  unrealistic  requirements  to  build  capital,  to  the  detriment  of  the 
long-term  viability  of  the  system. 


The  Political  and  Regulatory  Environment  for  Corporate  Credit  Unions 

The  third  issue  of  concern  that  I  see  facing  corporates  is  that  the  federal  government's  scrutiny  to 
U.S.  Central's  investment  in  Banesto  will  result  in  restricting  investment  options,  imposing 
um-ealistic  capital  requirements,  and  banning  current  corporate  board  structures.  After  saying 
that,  let  me  make  it  clear  that  CUNA  strongly  supports  thorough  oversight  of  corporate  credit 
unions,  both  by  their  individual  boards  of  directors,  and  by  the  appropriate  state  and  federal 
regulators. 

In  the  early  1 990's  CUNA  agreed  with  NCUA  that  there  needed  to  be  a  more  comprehensive 
corporate  credit  union  regulation  and  that  key  elements  of  it  had  to  apply  to  all  corporate  credit 
unions.  We  also  urged  NCUA  to  centralize  corporate  credit  union  supervision  in  the  national 
office,  so  we  obviously  applaud  the  creation  of  NCUA's  new  Office  of  Corporate  Credit  Unions. 
Corporate  credit  union  leaders  have  acted  responsibly  in  working  with  the  agency  over  the  years 
to  address  specific  problems  in  corporates  and  to  design  supervisory  and  regulatory  oversight  of 
corporates. 

Undoubtedly  the  biggest  "political"  issue  is  the  question  of  corporate  interlocks,  which  I  discuss 
in  detail  in  the  next  section. 


12 


246 


3.  Nothing  has  happened  to  warrant  the  federal  government  stripping  credit  unions  of 
the  right  to  choose  what,  if  any,  working  relationship  they  want  between  their  trade 
associations  and  their .corporates. 

Mr.  Chairman,  if  corporate  integration  were  a  legitimate  safety  and  soundness  issue,  CUNA 
would  be  the  first  to  urge  a  major  change  in  corporate  board  structures  and  management 
arrangements.  The  stability  and  financial  well-being  of  the  corporate  credit  union  system  is  of 
utmost  importance  to  the  thousands  of  natiu^  person  credit  unions  CUNA  represents  through  our 
member  leagues.  The  well-being  of  the  nation's  natural  person  credit  unions  are  CUNA's  and 
leagues'  primary  concern,  and  therefore  we  strongly  believe  that  the  national  trade  association 
should  have  an  active  role  in  the  development  and  oversight  of  the  policies  of  U.S.  Central. 

Some  people  try  to  draw  a  parallel  between  the  issue  of  corporate  board  structure  issue  and  the 
S&L  abuses  of  the  1980's.  There  is  simply  no  parallel.  The  savings  and  loan  crisis  was  fueled  in 
part  by  the  greed  of  people  running  for-profit  financial  institutions  who  were  trying  to  line  their 
own  pockets.  S&L  trade  associations  were  also  tarnished  because  they  sought  forbearance  as 
problems  emerged.  Regardless  of  all  the  billions  of  dollars  of  taxpayers'  money  that  have  gone  to 
shore  up  the  savings  and  loan  industry,  the  federal  government  is  not  concerned  today  about  for- 
profit  insurance  companies  (such  as  Prudential),  an  automobile  manufacturer  (Ford),  or 
conglomerates  (such  as  Weyerhaeuser),  owning  federally  insured  savings  and  loan  associations. 
We  respectfully  submit  that  it  is  illogical  that  the  integration  of  corporate  credit  unions  boards 
with  leagues  and  CUNA  should  raise  the  alarm  it  has  with  this  committee. 

The  very  nature  of  cooperatives  ~  people  and  businesses  joining  together  to  find  a  solution  to  a 
problem  -  means  there  aie  potential  conflicts  of  interest,  but  these  are  manageable  both  within 
the  organization  and  by  regulatory  agencies.  We  were  pleased  to  hear  the  NCUA  chairman  state 
repeatedly  last  week  that  the  credit  union  movement  is  a  "cooperative  system."  The  irony  is 
NCUA's  proposed  regulation  does  not  recognize  that  the  current  operation  of  the  corporate 
system  is  a  conspicuous  example  of  credit  union  cooperation  in  action.  Today  about  23  out  of  42 
corporates  ~  as  well  as  U.S.  Central  —  would  have  to  change  their  structure  and  operations  under 
NCUA's  proposal  to  require  at  least  a  majority  of  the  board  of  a  corporate  not  to  include  officers, 
directors  or  employees  of  a  credit  union  trade  association  and  to  prohibit  management 
arrangements  with  a  credit  union  trade  association.  We  consider  this  proposal  an  egregious 
attempt  by  the  federal  agency  to  usurp  the  rights  of  credit  unions  to  determine  how  they  want  to 
operate  their  corporate. 

NCUA  Has  Provided  No  Justification  for  Its  Proposed  Regulation  to  Ban  Integration 

In  June  we  sent  a  letter  to  the  agency  detailing  our  objections  to  what  the  agency  eventually 
proposed  in  September.  We  outlined  four  reasons  why  NCUA  should  allow  membership  of 
corporate  credit  unions  to  continue  to  determine  their  own  board  structure  and  management 
arrangements.  Those  reasons  are: 
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o         Corporate  board  structure  is  not  a  safety  and  soundness  bsue  and  has 
nothing  in  common  with  the  savings  and  loan  abuses  of  the  1980*8. 

o  Concerns  about  possible  misuse  of  corporate  assets  by  credit  union  trade 

associations  have  been  addressed  by  revisions  to  NCUA's  corporate 
regulations  that  were  effective  December  1, 1992. 

0  NCUA  has  extensive  supervisory  and  enforcement  authority  to  address  actual 

abuses. 

0  The  development  of  a  sound,  stable  corporate  system  has  been  an 

evolutionary  process,  and  the  federal  regulator  should  not  arbitrarily  dictate 
major  structural  changes. 

NCUA  published  for  comment  a  draconian  amendment  to  its  corporate  board  representation 
regulation  several  weeks  ago.  The  agency's  justification  for  its  proposal  rests  on  the  following 
language: 

"Issues  currently  under  review  in  specific  cases,  however,  raise  continuing  concerns  with 
respect  to  the  potential  for  abuses.  These  issues  include  the  propriety  of  amounts  paid  by 
corporate  credit  unions  to  trade  associations  for  support  and  management  services  and  the 
fairness  and  objectivity  of  business  transactions  between  corporate  credit  unions  and 
related  trade  associations." 

I  understand  that  NCUA  cites  four  "examples"  of  problems  that  necessitate  the  adoption  of  its 
proposed  rule.  One  example  is  the  Puerto  Rico  corporate,  placed  under  conservatorship  by 
NCUA  about  a  month  ago.  This  example  is  inappropriate  because  there  is  no  separate  league  in 
Puerto  Rico  (although  CUNA  is  actively  working  with  the  local  credit  unions  to  establish  one 
now).  There  is  no  way  that  NCUA  can  legitimately  cite  this  as  an  example  because  there  are  not 
two  organizations.  If  NCUA  had  had  its  proposed  regulation  in  place,  nothing  would  have  been 
different.  The  problem  in  Puerto  Rico  is  that  the  corporate  was  apparently  engaged  in 
inappropriate  activities  that  NCUA  is  now  addressing  by  supervisory  action. 

Another  well-known  "example"  is  the  recent  sale  of  an  asset  by  a  league  to  the  integrated 
corporate  operating  in  its  state.  The  decision  to  purchase  the  asset  was  made  in  accordance  with 
NCUA's  "recusal"  rules,  by  directors  not  connected  with  the  state  league.  Moreover,  I 
understand  senior  NCUA  staff  was  informed  of  the  possible  purchase  early  on  in  the  process  by 
the  corporate  and  by  the  league,  and  I  believe  that  NCUA  had  ample  opportunity  to  look  at  the 
matter  before  the  sale  was  consummated.  The  other  "examples"  of  problems  the  agency  relies 
upon  involve  questions  of  whether  corporates  are  paying  more  than  the  appropriate  dollar 
amounts  to  leagues  for  services,  certainly  an  issue  that  is  subject  to  NCUA  examiners'  regular 
review. 
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In  all  the  years  CUNA  has  been  discussing  integration  with  NCUA  officials,  the  agency  has 
never  even  implied  this  was  a  safety  and  soundness  concern  —  until  recent  months.  As  NCUA  is 
well  aware,  the  problems  corporates  have  faced  over  the  years  centered  on  bad  investments.  The 
relatively  few  issues  that  were  raised  about  dealings  between  corporates  and  leagues  were  not 
material  in  the  dollars  involved,  and  certainly  were  never  any  threat  to  the  National  Credit  Union 
Share  Insurance  Fund.    Quite  noteworthy  is  that  the  National  Association  of  State  Credit  Union 
Supervisors  (NASCUS)  does  not  consider  the  governance  and  management  structure  of  corporate 
credit  unions  to  be  a  legitimate  issue  of  safety  and  soundness  and  objects  to  NCUA's  proposal  to 
bring  state-chartered  corporate  credit  unions  under  its  coverage. 

We  strenuously  object  to  NCUA  citing  problems  in  corporates  that  occurred  prior  to  the  effective 
date  of  the  major  revisions  to  NCUA's  corporate  regulations,  effective  December  1,  1992.  Key 
provisions  in  the  revised  regulation  relevant  to  corporate  governance  and  conflicts  of  interest  are: 

o  Board  representation  (three  independent  directors  or  open  elections)  (§704. 1 2(a)) 

o  Recusal  (§704. 12(c)) 

o  Limitations  on  the  number  of  natural  person  members  (§704.2) 

o  Restrictions  on  loans  to  members  of  the  corporate  that  are  not  credit  unions 

(§704.7(b)(2)) 
o  Requirements  that  the  corporate  maintain  written  agreements  with  vendors  and 

other  providers  of  services  (§704.9) 
o  Requirements  of  fiill  documentation  and  written  contracts  when  services, 

facilities,  personnel,  or  equipment  is  shared  with  other  organizations  (§704.14) 

CUNA  supported  all  of  these  restrictions  that  apply  to  all  corporate  credit  unions  (including  U.S. 
Central  Credit  Union). 

I  want  to  remind  the  committee  of  the  extensive  supervisory  and  enforcement  authority  that 
Congress  has  given  NCUA  to  address  any  actual  abuses  it  finds.  These  are  very  powerful  tools. 
Of  particular  note  are  the  provisions  in  the  Financial  Institutions  Reform,  Recovery,  and 
Enforcement  Act  of  1 989  (FIRREA)  which  authorizes  NCUA  to  utilize  its  enforcement  powers 
against  any  "institution-afTiliated  party"  engaging  in  unsafe  and  unsound  practices,  or 
participating  in  violations,  or  who  has  breached  a  financial  duty  to  a  federally  insured  credit 
union.  Depending  on  the  facts,  NCUA  could  reach  the  league  itself,  league  directors,  league 
officials,  etc.  whom  NCUA  fmds  have  "participated  in  the  conduct  of  the  affairs  of  an  insured 
credit  union."  If  NCUA  finds  that  decisions  are  improperly  being  made  to  the  fmancial  detriment 
of  the  corporate  due  to  relationships  with  the  credit  union  trade  association  and  which  breach  a 
fiduciary  duty  to  the  corporate  or  are  an  unsafe  or  unsound  practice,  NCUA  has  a  wide  array  of 
enforcement  powers  it  can  bring  into  play  (civil  money  penalties,  cease  and  desist  orders, 
removal  of  the  person(s),  and  a  prohibition  to  deal  with  any  other  federally  insured  credit  union). 
Moreover,  NCUA  already  exercises  a  powerful  check  on  corporates  by  forbidding  any  federally 
insured,  natural  person  credit  union  fi"om  dealing  with  a  corporate  that  does  not  meet  its 
regulatory  and  supervisory  standards. 
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With  little  or  no  justification  in  the  Supplementary  Information  accompanying  its  proposed 
regulation,  NCUA  seems  mostly  to  rely  on  the  recommendation  of  the  Black  Study,  which  states: 

"All  corporate  credit  unions  including  U.S.  Central  should  be  stand-alone  institutions, 
independent  of  leagues  and/or  trade  associations.  The  Committee  found  no  reasonable 
justification  for  integrated  corporate  credit  unions.  Indeed,  the  integrated  structure  often 
inhibits  the  prudent  management  of  the  corporate." 

CUNA  can  find  virtually  no  analysis  by  the  Black  Committee  on  how  it  reached  this  conclusion. 
Members  of  the  Black  Committee  visited  ten  corporates  in  addition  to  U.S.  Central.  Although 
over  half  the  corporates  are  integrated  with  their  leagues  by  their  board  composition  and/or 
management  agreements,  only  two  of  the  ten  corporates  visited  are  integrated  corporates 
(Georgia  and  Southwest,  which  serves  credit  unions  in  Texas,  Louisiana  and  New  Mexico). 
According  to  page  two  of  the  study,  corporate  board  or  management  structure  was  not  even  one 
of  the  criteria  relied  upon  in  choosing  which  corporates  to  visit.  The  Black  Committee  sent  a 
short  questionnaire  to  the  other  corporates,  but  the  survey  on  the  corporate  structure  issue  merely 
asked:  "Of  the  directors  of  your  institution,  list  any  that  serve  on  other  boards  affiliated  with 
CUNA,  credit  union  leagues  or  their  affiliates."  I  feel  there  was  only  a  one-sided  evaluation  of 
the  merits  of  corporate  integration. 

Under  Section  IX  of  the  Black  report,  under  "Capital  Adequacy  of  the  CCUN,"  the  study  group 
discusses  the  need  to  restructure  membership  capital  share  deposits  to  provide  more  permanency 
so  they  can  truly  be  counted  as  primary  capital.  From  that  discussion,  the  study  group  moves 
into  a  recommendation  which  reads: 

"Sixth,  in  the  spirit  of  the  credit  union  movement,  the  Committee  feels  that  the  member 
shares  convey  ownership.  This  especially  applies  to  member  capital  shares.  It  is  the 
opinion  of  this  Committee  that  the  directors  of  corporate  credit  unions  and  U.S.  Central 
should  all  be  elected  by  the  owners  of  the  credit  unions.  Those  ovmers  are  defined  as  the 
providers  of  the  shares  and  membership  capital  of  the  organization." 

Extending  the  logic  of  the  study  committee's  comments  would  lead  to  the  conclusion  that  the 
Black  Committee  supports  proportional  voting  as  well,  so  that  the  largest  shareholder  gets  the 
most  votes.  This  would  be  the  antithesis  of  a  basic  credit  union  principle. 

One  other  reference  I  see  in  the  Black  report  as  to  the  merits  of  non-integrated  board  structiire  is 
found  in  Appendix  II  of  the  report,  entitled  "Banesto  and  Primary  Capital:  An  Illustration."  The 
purpose  of  this  short  appendix,  as  articulated  by  the  Black  Committee,  "is  to  clarify  how  the 
recommended  policies  in  this  report  would  have  affected  the  handling  of  the  Banesto  exposure  at 
U.S.  Cenu-al."  The  Black  Conunittee  says  that  "had  U.S.  Central's  board  all  been  elected  by  its 
corporate  central  members,  per  the  Committee's  governance  recommendations,  those  directors 
might  have  ruled  out  such  investments  entirely,  even  though  NCUA's  i^les  might  not  do  so,  per 
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the  recommendations  of  the  Committee."  No  basis  for  this  speculative  conunent  is  provided 
whatsoever. 

I  find  it  very  finstrating  to  defehd  from  attack  a  system  that  is  working  well  when  there  is  little 
"evidence"  presented  to  date  by  NCUA  on  the  need  for  this  drastic  action. 

riTNA's  Relationship  with  U.S.  Central  Credit  Union 

NCUA  cites  the  "potential  for  abuse"  by  the  management  agreements  between  individual 
corporates  and  leagues,  as  well  as  between  U.S.  Central  and  CUNA.  First,  I  should  reiterate  to 
the  conmiittee,  as  I  mentioned  at  the  beginning  of  this  testimony ,  I  serve  as  a  director  of  U.S. 
Central,  but  I  no  longer  serve  as  CEO  of  U.S.  Central.  This  action  was  taken  last  week  with  the 
unanimous  consent  of  the  U.S.  Central  board  ~  a  board  that  includes  two  CUNA  officers,  two 
league  presidents,  and  one  league  representative.  This  is  a  change  in  U.S.  Central's  operations 
that  I  heartily  support.  It  is  a  change  instituted  by  a  credit  union  board,  not  by  a  regulatory 
agency.  Although  there  is  no  longer  any  management  arrangement  between  U.S.  Central  and 
CUNA,  U.S.  Central  will  umdoubtedly  find  it  cost  effective  to  continue  to  contract  for  certain 
services  from  CUNA. 

The  committee  requested  that  I  provide  an  overview  of  CUNA's  relationship  with  U.S.  Central. 
The  1994  budgeted  payment  transfers  between  U.S.  Central  and  CUNA  (based  on  written 
"shared  service  agreements")  are  $782,000  (out  of  total  U.S.  Central  expenses  of  about  $20.6 
million,  or  less  than  4%  of  expenses).  This  transfer  will  amount  to  less  than  1%  of  the 
CUNA/CSG  budget,  so  obviously  the  termination  of  the  management  agreement  between  U.S. 
Central  and  CUNA  will  have  a  negligible  affect  on  CUNA's  operations.  These  payments  are 
being  made  to  such  departments  as  Economics  and  Statistics,  Product  Development, 
Governmental  Affairs,  Legal,  and  Public  Relations.  These  payments  for  services  have  been 
steadily  dropping  in  recent  years  as  U.S.  Central  has  brought  more  expertise  on  to  its  staff. 
CUNA  had  already  planned  the  1995  budgeted  transfers  would  decrease  by  at  least  20%,  even 
before  the  U.S.  Central  Board's  action  last  week. 

As  is  the  case  with  other  integrated  corporates,  U.S.  Central's  expenses  paid  to  CUNA  are 
reduced  to  a  written  contract,  documented,  reviewed  by  independent  auditors,  and  reviewed  by 
corporate  examiners.  U.S.  Central  has  an  "Intercompany  Transaction  Review  Conunittee"  which 
is  charged  to  review  the  expenses  for  services  provided  to  U.S.  Central  by  affiliated  entities  and 
to  report  its  finding  to  the  U.S.  Central  Board  as  part  of  the  approval  process  for  U.S.  Central's 
budget.  This  committee  is  composed  of  a  member  of  the  Supervisory  Committee  and  two  board 
members  who  represent  corporate  credit  unions.  CUNA  does  not  profit  financially  from  its 
relationship  with  U.S.  Central,  supplying  services  at  CUNA's  cost.  I  firmly  believe  that  it  would 
cost  U.S.  Central  more  to  obtain  the  services  performed  by  CUNA  staff  elsewhere. 

I  would  be  happy  to  provide  any  details  the  committee  desires  on  the  particulars  of  the  services 
provided  by  CUNA  for  U.S.  CenU-al.  To  anticipate  one  question,  of  the  $782,000  budgeted 

17 


251 


transfer  for  1994,  $85,000  is  to  CUN.  xdent's  Office."  Although  CUNA  receives 

reimbursement  from  U.S.  Central  to  co\c.  about  $40,000  of  my  salary,  I  am  paid  entirely  from 
CUNA  funds  under  a  contract  agreement.  As  a  member  of  the  U.S.  Central  Board  of  Directors,  I 
receive  no  compensation;  all  nine  directors  serve  in  a  volunteer  capacity. 

There  are  104  members  of  U.S.  Central  Credit  Union.  Its  membership  is  composed  of: 

—  42  corporate  credit  unions  (as  designated  by  the  appropriate  credit  union  league) 

—  41  credit  union  leagues 

—  1 0  natural  persons  who  are  the  current  U.S.  Central  Board  and  an  original 
incorporator 

CUNA,  Inc. 

CUNA  Service  Group  ("CSG") 

—  CUNA  Mortgage,  Inc. 

—  CUNA  Mutual  Insurance  Society 
~         CUNA  Brokerage  Services,  Inc. 

Corporate  Network  Brokerage  Service,  Inc. 
CNBS  Holding  Company 

—  World  Council  of  Credit  Unions 

—  Filene  Research  Institute 

Two  international  cooperative  central  credit  unions  (Deutsche 
Genossenschaftsbank  and  Credit  Union  Central  of  Canada) 

The  U.S.  Central  Board  is  structured  to  assure  fiill  representation  of  the  Credit  Union  System, 
which  was  described  in  the  first  part  of  my  testimony.  More  than  half  of  the  corporates  remain 
integrated  with  the  leagues  that  chartered  them.  The  U.S.  Central  Board's  bylaw  provisions 
governing  its  board  of  directors  (approved  by  the  Kansas  state  credit  union  regulator)  state  that 
the  "directors  shall  come  from  four  unique  constituencies  of  members,  representing  different 
segments  of  the  credit  union  movement...."  These  are  as  established  in  the  bylaws: 

o  Three  directors  who  are  officers  or  employees  of  corporate  credit  unions,  as 

designated  by  the  Corporate  Forum  (determined  by  the  42  corporate  credit 

unions); 
o  Two  directors  who  are  officers  or  employees  of  state  leagues  that  are  members  of 

U.S.  Central,  as  designated  by  the  executive  board  of  the  Association  of  Credit 

Union  League  Executives  (ACULE); 
0  Three  directors  who  are  officers  or  employees  of  national  credit  union  level 

organization  members  of  U.S.  Central,  as  designated  by  the  CUNA  board  of 

directors;  and 
o  One  director  who  is  a  resident  of  Kansas  and  who  has  been  designated  by  the 

board  of  directors  of  the  Kansas  Credit  Union  League. 

Currently,  the  nine-member  board  of  U.S.  Central  is  composed  of  three  corporate  presidents 
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(including  Richard  Johnson  of  WesCorp),  three  natural  person  credit  union  presidents  (two  of 
whom  are  CUNA's  chairman  and  vice-chairman,  and  the  third  from  Kansas),  and  three  trade 
association  presidents  (one  of  whom,  Charles  Whitney  is  the  chairman  of  U.S.  Central  and 
president  of  the  New  York  state  corporate,  one  of  whom  is  president  of  the  Iowa  League,  and  the 
third  of  whom  is  me).  Regardless  of  what  other  duties  and  responsibilities  these  three  trade 
association  officials  have  to  other  organizations,  in  our  role  as  directors  of  U.S.  Central  Credit 
Union,  we  have  fiduciary  responsibilities  to  U.S.  Central,  no  differently  than  the  other  directors 
of  the  U.S.  Central  board  of  directors,  or  for  that  matter  anyone  else  who  sits  on  any  board  of  any 
corporation  in  America.  None  of  the  nine  directors  of  the  U.S.  Central  board  are  paid  for  their 
service  to  U.S.  Central,  and  like  any  major  corporation,  U.S.  Central  relies  upon  paid 
professionals  for  recommendations  and  execution  of  the  policy  directions  set  by  the  board. 

The  U.S.  Central  board  was  designed  to  reflect  the  different  perspectives  of  the  Credit  Union 
System.  Contrary  to  the  view  of  the  Chairman  of  this  committee  expressed  last  week  —  that  this 
structure  is  "obsolete"  —  CUNA's  three  representatives  provide  a  different  perspective  than  the 
corporate  credit  union  members.  Our  representatives  add  the  perspective  of  the  president  of  a 
$16  million  assets,  "natural  person"  credit  union  and  the  president  of  a  $255  million  asset 
"natural  person"  credit  union.  I  should  add  that  I  served  for  a  number  of  years  as  the  general 
counsel  of  U.S.  Central  and  helped  to  develop  a  number  of  the  programs  offered  by  U.S.  Central. 
Moreover,  CUNA's  representation  allows  for  discussion  of  where  are  the  appropriate  points  in 
the  system  for  new  products  and  services  to  be  developed. 

I  would  be  less  than  candid  if  I  implied  that  all  the  corporate  credit  unions  are  happy  with  the 
board  structure  in  U.S.  Central's  bylaws.  Many  corporate  managers  would  like  U.S.  Central 
membership  to  be  restricted  to  corporate  credit  unions,  and  therefore  the  board  composed  solely 
of  corporate  officials.  I  think  that  the  role  U.S.  Central  takes  in  providing  a  "big  picture"  look  of 
the  financial  needs  of  all  elements  of  the  credit  union  movement  would  be  seriously  undermined 
by  a  radical  board  restructuring  at  this  point  in  time.  An  additional  corporate  representative  was 
added  this  year  to  the  U.S.  Central  board,  and  I  envision  other  changes  being  made  in  the  board's 
composition  in  coming  years.  It  is  also  my  view  that  the  issue  of  corporate  integration  at  the 
state  level  will  to  a  large  degree  disappear  as  more  corporates  are  consolidated. 

To  provide  fiirther  information  on  CUNA's  relationship  with  U.S.  Central,  I  should  note  that 
CUNA  and  its  affiliates  maintain  their  cash  investments  at  U.S.  Central,  but  on  no  more 
favorable  terms  than  those  that  apply  to  corporate  credit  unions.  Fees  for  accoimt-related 
services  are  the  same  as  those  charged  to  corporates  and  other  members.  Currently,  there  is  only 
one  loan  u-ansaction  between  U.S.  Central  and  CUNA  and  its  affiliates.  It  is  a  very  carefully 
structured  mortgage  warehouse  loan  arrangement  with  CUNA  Mortgage  Corporation  (50% 
owned  by  CUNA  and  Affiliates).  U.S.  Central's  testimony  contains  the  details  of  this 
transaction,  but  let  me  repeat  here  the  safeguard  built  into  U.S.  Central's  lending  policies  to 
assure  you  there  cannot  be  abuses.  The  U.S.  Central  Board  already  has  a  policy  to  require 
specific  review  by  the  regulators  when  loans  are  made  to  CUNA,  CUNA  Service  Group  or  any 
organization  owned  or  controlled  by  CUNA  or  CSG.  The  loan  arrangement  has  been  specifically 
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reviewed  and  approved  by  the  ^propriate  NCUA  regional  director,  and  I  assume  in  the  future  we 
will  deal  with  Allen  Carver,  as  the  director  of  NCUA's  new  OfBce  of  Corporate  Credit  Unions. 

CUNA  strongly  advocates  that  the  decision  of  how  a  corporate  board  is  structured  should  be 
made  by  the  credit  unions  served  by  that  corporate,  not  by  the  federal  government.  CUNA  hopes 
that  NCUA  will  recognize  that  there  are  workable  alternatives  to  the  regulation  it  has  proposed. 

Better  Wavs  to  Address  NCUA's  Concerns  about  Conflicts  of  Interest 

CUNA  feels  that  the  agency  can  address  its  concerns  about  "potential"  and  "perceived"  abuses  in 
other,  reasonable  ways.  We  have  already  suggested  some  of  them  to  the  agency  during  the 
course  of  the  discussions  to  date  on  NCUA's  proposal.  Our  suggestions  are: 

o  Adopt  a  regulatory  requirement  that  transactions  of  a  certain  type  or  amount 

between  a  corporate  credit  union  and  a  member  trade  association  be  subject 
to  approval  by  NCUA  and  the  appropriate  state  regulator.    "Pre-approval"  by 
a  government  agency  is  a  fact  of  life  for  many  businesses,  and  we  urge  this 
approach  be  adopted  instead  of  the  major  provisions  of  NCUA's  proposed 
regulation  on  corporate  board  structure. 

0  Change  the  current  corporate  regulation  so  that  there  is  only  a  de  minimis 

"materiality"  test.  We  agree  that  the  5%-of-capital  standard  is  inappropriately 
high,  at  least  in  some  situations.  This  will  require  corporate  board  directors  who 
also  serve  on  league  boards  to  leave  the  room  —  "recuse"  themselves  -  when 
certain  votes  are  taken  that  involve  possible  monetary  transfers  from  the  corporate 
to  the  league.  In  some  cases,  the  full  membership  of  the  corporate  may  have  to  act 
on  proposals  affecting  corporate  transactions  with  leagues,  but  we  have  no 
problem  vsdth  such  a  requirement. 

0  Require  full  disclosure  to  NCUA  and  to  the  corporate's  membership  when 

any  transaction  involving  payment  of  corporate  funds  to  a  credit  union  trade 
association  is  made.  In  many  business  operations,  conflict-of-interest  concerns 
are  handled  by  disclosure  -  not  prohibition.  Corporate  credit  unions  and  credit 
imion  trade  associations  have  no  objections  to  public  disclosure  of  any  and  all  of 
their  business  relationships.  This  committee  could  require  NCUA  to  make 
periodic  reports  to  the  Senate  and  House  Banking  Committee  regarding  such 
transactions,  if  you  would  fmd  such  information  helpful  in  assuring  that  abuses 
are  not  occurring. 

0  Assign  a  corporate  examiner  to  be  on-site  at  U.S.  Central  (and  other  large 

corporates  if  appropriate).  U.S.  Central  has  corporate  examiners  from  both 
NCUA  and  the  Kansas  Department  of  Credit  Unions  visit  many  times  a  year.  As 
a  director  of  U.S.  Central,  I  would  have  no  objection  to  having  one  or  more 
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corporate  examiners  being  assigned  full-time  to  monitor  U.S.  Central's  operations. 
CUNA  supports  the  Black  study  recommendation  that  there  be  more  and  better 
trained  corporate  examiners,  and  this  use  of  them  could  address  both  NCUA's 
concerns  and  our  concerns  in  the  area  of  integration. 

The  easiest  path  for  any  regulator  to  take  is  just  to  prohibit  something.  That  means  the  regulator 
does  not  have  to  make  any  hard  decisions  and  be  responsible  if  business  reversals  show  with 
hindsight  that  no  one  should  have  made  a  particular  decision.  NCUA  Chairman  D' Amours  asked 
NCUA's  general  counsel  in  April  for  his  reaction  to  a  "pre-approval  system."  The  general 
counsel's  response  was  that  in  his  personal  opinion  such  an  approach  "would  put  the  NCUA  in 
the  business  of  making  management  decisions,"  which  would  be  "inconsistent  with  our  role  as 
regulator."  Many  federal,  state  and  local  regulatory  agencies  have  to  provide  approvals  all  the 
time  —  utility  companies,  for  instance,  can  tell  you  about  their  on-going  reliance  on  regulator 
approval  of  management  decisions  made  by  their  organizations.  I  fail  to  see  how  a  "pre- 
approval"  process  would  be  more  intrusive  than  what  NCUA  is  proposing  on  corporate  board 
representation  and  management  prohibitions.  In  fact,  regarding  the  proposed  ban  on 
management  agreements,  NCUA  will  tie  corporate  boards'  hands  on  how  they  can  manage  the 
corporate,  but  at  the  same  time  continue  to  hold  the  corporate  boards  strictly  accountable  for 
carrying  out  their  fiduciary  duties. 


I  believe  that  my  testimony  has  covered  the  specific  questions  I  was  asked  to  respond  to  in  my 
letter  of  invitation  fi-om  the  committee.  I  am  not  providing  attachments  to  my  lengthy  testimony 
because  I  know  committee  staff  has  spent  many  hours  in  consultation  with  NCUA,  and 
voluminous  information  has  already  been  provided  to  the  committee  by  NCUA,  by  GAO,  by 
U.S.  Central  in  its  response  to  the  committee's  request  last  February,  and  in  the  corporate  study 
conducted  by  NCUA's  independent  consultants  submitted  for  the  record  by  NCUA  last  week.  I 
would  be  pleased  to  provide  for  the  record  any  specific  information  the  committee  requests  on 
U.S.  Central's  operations  and  CUNA's  business  relationships  with  U.S.  Central.  I  invite  members 
of  the  committee  or  its  staff  to  visit  U.S.  Central  Credit  Union  in  Overland  Park,  Kansas  in  the 
coming  months  and  learn  more  about  the  valuable  services  U.S.  Central  and  corporate  credit 
unions  provide  to  nat\iral  person  credit  unions  throughout  the  United  States. 

I  am  happy  to  respond  to  questions. 


#     #     # 
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RECEIVED 
OCT  0  6  1994 


Committee  on  Banltlng,  Finance 
&  Uitan  Affairs 


The  Honorable  Henry  B.  Gonzalez 

Chairman 

Committee  on  Banking,  Finance  and  Urt)an  Affairs 

U.S.  House  of  Rqjresentatives 

Washington,  DC  20515 

Dear  Mr.  Chaiiman: 

Let  me  begin,  as  always,  by  thanking  you  for  your  fine  work  on  behalf  of  cooperatives. 

I  write  to  ask  that  the  Committee  include  the  enclosed  testimony  as  part  of  the  lecoid 
of  today's  hearing  on  "The  Health  of  the  Corporate  Credit  Union  Industry."  The  National 
Cooperative  Business  Association  (NCBA)  is  proud  to  have  the  Credit  Union  National 
Association  (CUNA)  as  an  active  member.  Our  testimony  is  intended  to  augment  the  statement 
of  CUNA  President  Ralph  Swoboda,  who  is  scheduled  to  testify  before  your  committee.  If 
possible,  I  would  appreciate  it  if  you  would  insert  my  statement  at  the  conclusion  of  Mr. 
Swoboda 's  testimony. 

Thank  you  for  extending  us  the  opportunity  to  submit  a  statement  for  the  record.    We 
look  forward  to  working  with  you  in  the  104th  Congress. 


Sincerely, 


Russell  C.  Notar,  CAE 


RCN:jq) 
enclosure 


Representing  America's  Cooperative  Business  Community 


1401  New  York  Avenue,  N.W.  •  Suite  1 100  •  Washington,  D.C.  20005-2160 
(202)  638-6222  •  Fax  (202)  638-1 374 
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Statement  of  Russell  C.  Notar 

President  and  CEO 

National  Cooperative  Business  Association 

before  the  Committee  on  Banking,  Finance  and  Urban  Affairs 
U.S.  House  of  Representatives 

October  6,  1994 


Mr.  Chairman,  Mr.  Leach,  members  of  the  Committee,  thank  you  for  allowing  us  to  offer 
testimony  on  the  subject  of  credit  unions.  This  Committee  -  through  its  support  of  mutual 
insurance  companies,  the  National  Cooperative  Bank,  and  other  self-help  financial  institutions 
-  has  long  recognized  the  promise  of  cooperative  businesses.  For  years  the  Committee  has 
advocated  that  ordinary  citizens  should  have  a  stake  in  the  financial  services  that  are  so  central 
to  modem  life.  As  cooperatives,  we  commend  your  work  and  welcome  the  chance  to  report 
about  some  of  our  recent  successes. 

The  National  Cooperative  Business  Association  is  a  national  trade  and  membership  association 
representing  cooperatives  in  every  sector  of  the  economy.  Over  120  million  Americans  belong 
to  the  country's  47,000  cooperative  businesses.  Although  some  might  think  only  of  agriculture 
when  they  hear  the  word  "cooperative,"  cooperatives  have  a  growing  role  in  health  care,  child 
care,  insurance,  housing,  telecommunications  and,  of  course,  personal  fmancial  services. 

Cooperatives  proudly  count  credit  unions  as  part  of  our  world  wide  family.  Credit  unions  follow 
the  six  principles  of  cooperation  as  adopted  by  the  ICA  in  1966: 

1.  Voluntary  Membership 

2.  Democratic  Control 

3.  Limited  Interest  on  Shares 

4.  Return  of  Surplus/Profits  to  Members 

5.  Constant  Education 

6.  Cooperation  among  Cooperatives 

In  short,  credit  unions  epitomize  the  cooperative  idea  of  people  coming  together  to  solve  their 
own  needs.  This  idea  is  older  than  the  United  States  itself:  in  1752,  Benjamin  Franklin 
organized  the  first  successful  American  cooperative  when  he  formed  the  Philadelphia 
Contributionship  for  the  Insurance  of  Houses  from  Loss  by  Fire  ~  a  mutual  insurance  company 
still  in  existence  today. 

The  rapid  growth  of  credit  unions  in  America  has  its  roots  in  their  dedication  to  serving  their 
members'  economic  interests.  When  credit  union  members  walk  into  their  credit  union  ~ 
whether  it  is  housed  in  the  basement  of  a  rural  Texas  church,  in  a  once-empty  Adams-Morgan 
storefront,  or  in  the  basement  of  the  Longworth  Building  -  they  stand  in  a  business  that  they 
own.  They  vote  to  elect  the  credit  union's  board.   All  of  the  money  they  save  there  works  for 
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them.  And  they  get  honest  financial  advice  because  the  credit  union's  responsibility  is  to  benefit 
its  members,  not  a  handful  of  wealthy  outside  investors. 

Of  course,  it  is  precisely  this  control  afforded  by  credit  unions  that  makes  for-profit  bankers  so 
nervous.  The  bankers  couch  their  criticism  in  fancy  rhetoric  and  legal  language.  They  even 
propose  subjecting  credit  unions  to  the  same  Federal  regulations  that  the  bankers  themselves 
oppose!  Behind  it  all,  however,  lies  their  fear  ~  not  unjustified,  I  might  add  —  that  the  allure 
of  credit  unions  is  just  too  great:  better  interest  rates,  pro-consumer  fmancial  advice,  and  the 
comfort  of  knowing  that  the  fate  of  each  credit  union  lies  in  the  hands  of  its  users,  not  in  the 
hands  of  wealthy  speculators. 

Members  also  know  that  their  money  is  safe  in  a  Federally-insured  credit  union.  Between  1988 
and  1992,  NCUSIF-insured  credit  unions  averaged  just  $0.0562  of  deposit  insurance  loses  per 
$100  of  insured  deposits.  FDIC-insured  banks,  by  contrast,  experienced  $0,298  of  insurance 
losses  per  $100  of  insured  deposits,  a  rate  more  than  five-times  as  costly  as  credit  unions.  Even 
more  telling,  from  1983  to  1992,  in  no  year  did  NCUSIF-insured  credit  unions  lose  more  than 
$0,083  per  $100  of  insured  deposits;  and  credit  unions  never  exceeded  the  insured-loss  rate  for 
FDIC-insured  banks.' 

Of  course,  while  statistics  are  valuable,  credit  unions  demonstrate  their  success  each  day  as  they 
reach  out  to  Americans  left  behind  by  for-profit  institutions.  Early  this  spring,  one  of  the  newest 
community  development  credit  unions  opened  its  doors.  The  Alianza  Federal  Credit  Union 
serves  three  neighborhoods  targeted  by  the  District  of  Columbia  government  for  revitalization: 
Mt.  Pleasant,  Columbia  Heights  and  a  portion  of  Adams  Morgan.  The  credit  union  and  its 
fmancial  services  are  sorely  needed.  Prior  to  its  opening,  local  liquor  stores  were  the  usual 
banking  choice  for  area  residents.  And,  just  a  few  years  ago,  a  savings  club  scandal  rocked  the 
neighborhood.  Three  thousand  people  lost  $6  million  in  the  scandal.  Alianza  will  start  small 
-  now  it  its  fust  year,  Alianza  offers  savings  accounts,  personal  loans,  money  orders,  savings 
bonds,  credit  counseling,  life  savings  insurance,  direct  deposit  for  senior  citizens  and  home 
repair  loans.  But  these  basic  fmancial  services  are  a  crucially  important  beginning  for  thousands 
of  D.C.  residents  deemed  too  risky  by  for-profit  lenders.  And  in  years  to  come,  Alianza  will 
offer  additional  services  such  as  student  loans. 

Finally,  consider  the  success  of  the  Self-Help  Credit  Union  of  Durham,  North  Carolina.  In 
1983,  Self-Help  collected  its  start-up  equity  through  a  bake  sale.  Within  a  decade,  its  deposits 
had  grown  to  $33  million.  To  quote  TTie  Washington  Post,  Self-Help  "seeks  the  kind  of 
borrowers  traditional  lenders  shun:  employee-owned  companies,  nonprofit  groups,  small  rural 


'Sources:  FDIC  1992  Annual  Report;  NCUSIF  1992  Annual  Report. 
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businesses,  'micioenterprises'  and  low-income  home  buyers."'  Self-Help  holds  down  losses  by 
spending  time  with  and  offering  substantial  technical  assistance  to  its  debtors. 

So  you  can  see  that  credit  unions  offer  a  hand  up  to  the  most  disadvantaged  and  vulnerable 
Americans,  as  well  as  to  ordinary  middle  class  folk  just  looking  for  a  better  deal.  Again,  we 
are  proud  to  showcase  credit  unions  as  part  of  the  cooperative  family. 

Thank  you  for  this  opportunity  to  testify. 


^eith  Sinzinger,  "N.  Carolina's  Self-Help  Credit  Union  Seeks  to  Be  a  'Resource  for 
Change,'"  TTie  Washington  Post,  April  25,  1993,  p.  A3. 
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WASHINGTOH.  D.C. .  October  4,  1994  —  Chairman  Henry  B.  Gonzalez  of  the 
Committee  on  Banking,  Finance  and  Urban  Affairs  announced  today  that  the 
Committee  will  hold  a  hearing  Thursday,  October  6  at  10  a.M.  in  Room  2128 
Rayburn  on  the  corporate  credit  union  system. 

"The  hearing  will  focus  on  corporate  credit  unions  which  serve  as  the 
main  investment  vehicle  and  liquidity  source  for  regular  credit  unions,  which 
are  also  known  as  'natural  person'  credit  unions,"  said  Mr.  Gonzalez.  "The 
hearings  will  also  focus  on  the  fact  that  a  number  of  corporate  credit  unions 
are  controlled  by  representatives  of  the  industry's  largest  trade 
association.  According  to  the  federal  regulator,  the  National  Credit  Union 
Administration  (NCUA) ,  'almost  half  of  today's  corporate  credit  unions  (44) 
are  closely  tied  to  their  state  credit  union  leagues  or  trade  associations, 
either  through  interlocking  boards,  management  arrangements  or  both.'  This  is 
certainly  a  cause  for  concern." 

Corporate  credit  unions  are  the  second  tier  in  the  credit  union 
hierarchy.  They  provide  liquidity,  investment  opportunities  and  other 
services  to  natural  person  credit  unions.  U.S.  Central,  one  of  the  largest 
corporate  credit  unions,  serves  as  the  credit  union  industry's  central  bank. 

"While  appearing  independent,  U.S.  Central  is  actually  controlled  by  the 
Credit  Union  National  Association  (CUNA) ,  the  largest  credit  union  trade 
group,"  said  Mr.  Gonzalez. 

"It  is  important  for  the  Congress  to  examine  the  framework  of  this 
unique  structure  to  ensure  that  a  trade  association  does  not  have  the  ability 
to  exert  undue  influence  over  the  industry  and  its  regulator.  I  support  the 
NCUA's  efforts  to  distance  the  trade  association  from  control  of  the 
corporate  credit  unions.  The  savings  and  loan  crisis  taught  us  the  dangers  of 
a  trade  association  having  too  much  influence.  We  must  be  diligent  and  not 
repeat  that  debacle  with  credit  unions,"  Chairman  Gonzalez  said. 
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"The  Committee  will  also  examine  U.S.  Central  Credit  Union's  financial 
relationship  with  the  Spanish  banJc,  Banesto.  Earlier  this  year,  U.S.  Central 
invested  $255  million  in  uninsured  Euro  certificates  of  Deposit  issued  by 
Banesto.  Banesto  later  failed  and  was  taken  over  by  the  Spanish  government  on 
Dec.  28,  1993,  raising  questions  as  to  whether  U.S.  Central  would  be  able  to 
recoup  its  investment.  The  National  Credit  Union  Administration  will  explain 
the  Banesto  U.S.  Central  affair,"  he  said. 

f»« 
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The  Honorable  Norman  E.  D' Amours 

Chairman 

National  Credit  Union  Administration  (NCUA) 

177  5  Duke  Street 

Alexandria,  Virginia  22314-3428 

Dear  Chairman  D' Amours: 


The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  be 
holding  a  hearing  to  review  corporate  credit  unions  and  U.S. 
Central  on  October  6,  1994,  at  10:00  a.m.  in  Room  2128,  Rayburn 
House  Office  Building.   The  hearing  will  focus  on  the  financial 
condition,  investments  and  other  current  issues  facing  corporate 
credit  unions.   The  Committee  respectfully  requests  that  you  or 
your  designee  testify  at  the  hearing. 

In  order  for  the  Committee  to  have  a  better  understanding  of 
this  subject  matter,  please  provide  an  overview  and  analysis  of 
the  role  of  corporate  credit  unions,  their  investment  activities, 
and  associated  risks  they  pose  to  natural  person  credit  unions 
and  the  credit  union  share  insurance  fund.   In  addition,  please 
include  the  following  information  which  should  be  contained  in 
your  written  statement. 

1.  A  detailed  discussion  of  the  NCUA's  current  policy 
related  to  corporate  credit  unions  including 
appropriate  capital  levels  and  investment  activities. 

2.  An  overview  of  any  supervisory,  regulatory,  or 
statutory  issues  affecting  corporate  credit  unions. 

3.  An  overview  of  NCUA's  Office  of  Corporate  Credit 
Unions,  including  its  mission,  staffing,  budget, 
current  supervisory  activities,  and  policy  on  current 
issues  facing  corporate  credit  unions. 

4.  A  discussion  of  the  Corporate  Credit  Union  Committee 
recommendations.   Include  the  current  status  of  the 
measures  that  NCUA  has  taken  to  implement  these 
recommendations . 
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5.  Please  justify  the  need  for  the  current  corporate 
credit  union  structure  with  U.S.  Central  at  the 
pinnacle.   Please  explain  whether  corporate  credit 
unions  and  U.S.  Central  should  be  permitted  to  compete 
in  other  financial  activities? 

6.  Provide  an  overview  of  NCUA's  actions  related  to  U.S. 
Central's  investment  into  Banesto.   Please  explain  why 
corporate  credit  unions  are  permitted  to  invest  the 
excess  liquidity  of  credit  unions  overseas. 

7.  Please  provide  a  detailed  overview  of  the  NCUA  inquiry 
into  the  Southwest  Corporate  Federal  Credit  Union 
purchase  of  the  Texas  Credit  Union  League's  check 
processing  facility. 

8.  Provide  a  discussion  of  NCUA's  position  on  management 
interlocks  between  corporate  credit  unions  and  leagues. 
Provide  an  update  on  NCUA's  notice  of  proposed  rule 
making  on  this  management  structure. 

Please  provide  any  additional  comments  you  believe  to  be 
pertinent  to  the  hearing.   You  will  be  given  10  minutes  to 
summarize  your  written  remarks.   The  Banking  Committee's  rules 
require  that  you  provide  200  copies  of  your  written  testimony  no 
later  than  10:00  a.m.,  October  5,  1994,  to  room  2129  of  the 
Rayburn  House  Office  Building. 

Thank  you  in  advance  for  your  cooperation.   The  Committee 
looks  forward  to  your  testimony. 

With  best  wishes. 


Henry  B.  Gonzalez 
Chairman 


HBG: jc 
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The  Honorable  Charles  A.  Bowsher 

Comptroller  General 

General  Accounting  Office  (GAO) 

441  G  Street,  N.w. 

Washington,  D.C.   20548 

Dear  Comptroller  Bowsher: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  be 
holding  a  hearing  to  review  corporate  credit  unions  and  U.S. 
Central  on  October  6,  1994,  at  10:00  a.m.  in  Room  2128,  Rayburn 
House  Office  Building.   The  Committee  respectfully  requests  that 
you  or  your  designee  testify  at  the  hearing. 

The  Committee  requests  that  the  GAO  testify  on  the  financial 
condition,  investment  policies  and  practices,  and  current  issues 
facing  corporate  credit  unions.   Your  analysis  should  include,  if 
applicable,  a  discussion  of  any  potential  problems  that  could 
affect  the  financial  health  of  corporate  credit  unions,  as  well 
as,  the  credit  union  industry  and  its  deposit  insurance  fund. 

In  addition,  please  provide  the  Committee  with  an  update  on 
the  implementation  of  the  recommendations  pertaining  to  corporate 
credit  unions  that  were  made  in  the  GAO's  July,  1991  report 
entitled.  Credit  Unions:  Reforms  for  Ensuring  Future  Soundness 
(GGD  91-85) . 

Please  provide  any  additional  comments  that  you  believe  to 
be  pertinent  to  the  hearing.   You  will  be  given  10  minutes  to 
summarize  your  written  remarks.   The  Banking  Committee's  rules 
require  that  you  provide  200  copies  of  your  written  testimony  no 
later  than  10:00  a.m.,  October  5,  1994,  to  room  2129  of  the 
Rayburn  House  Office  Building. 

Thank  you  in  advance  for  your  consideration.   The  Committee 
looks  forward  to  your  testimony. 
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With  best  wishes. 


Ji^,>^ 


lenry  B*.    Gonzalez 
Chairman 


HBG: jc 
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Dr.  Harold  Black,  Chairman 
Department  of  Finance 
University  of  Tennessee 
428  Stokely  Management  Center 
Knoxville,  Tennessee   37996-0540 

Dear  Dr.  Black: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will 
hold  a  set  of  hearings  on  the  condition  of  the  credit  union 
industry.   The  goal  of  the  hearings  is  to  enable  the  Congress  and 
public  to  better  understand  the  structure  and  financial  condition 
of  the  industry,  and  its  role  in  the  financial  services  industry. 
The  hearings  will  examine  in  detail  the  financial  condition  of 
the  industry's  deposit  insurance  fund  and  corporate  credit 
unions,  and  identify  problems,  if  any,  that  would  adversely 
affect  the  condition  of  the  industry  or  its  deposit  insurance 
fund. 

The  Committee  respectfully  requests  that  you  testify  at  the 
second  hearing  which  will  focus  on  the  financial  condition, 
investment  policies  and  practices,  and  current  issues  facing 
corporate  credit  unions  and  U.S.  Central.   The  hearing  will  be 
held  on  October  6,  1994,  at  10:00  a.m.,  in  Room  2128,  Rayburn 
House  Office  Building. 

The  Corporate  Credit  Union  Committee  was  commissioned  by  the 
NCUA  to  assess  the  investment  behavior  and  risk-taking  of  the 
Corporate  Credit  Union  Network,  including  the  U.S.  Central  Credit 
Union.   As  chair,  please  provide  a  discussion  of  the  significant 
findings  and  recommendations  of  the  Corporate  Credit  Union 
Committee. 


Please  provide  any  additional  comments  that  you  believe  to 
be  pertinent  to  the  hearing.   You  will  be  given  10  minutes  to 
summarize  your  written  remarks.   The  Banking  Committee's  rules 
require  that  you  provide  200  copies  of  your  written  testimony  no 
later  than  10:00  a.m.,  October  5,  1994,  to  room  2129  of  the 
Rayburn  House  Office  Building. 
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Thank  you  in  advance  for  your  cooperation.   The  Conunittee 
looks  forward  to  your  testimony. 

With  best  wishes. 


Henry  B.  Gonzalez 
Chairman 


HBG: jc 
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Mr.  Paul  A.  Bauer 
President  &  CEO 
The  Bauer  Group 
P.O.  Drawer  145510 
Coral  Gables,  Florida 


33114-5510 


Dear  Dr.  Bauer: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  on  the  financial  condition,  investment  policies  and 
practices,  and  other  current  issues  facing  corporate  credit  unions. 
The  hearing  will  be  held  on  October  6,  1994,  at  10:00  a.m.,  in  Room 
2128,  Rayburn  House  Office  Building.  The  Committee  respectfully 
requests  that  you  testify  at  the  hearing. 

In  order  to  provide  the  Committee  with  a  better  understanding 
of  the  subject  matter,  please  include  the  following  information  in 
your  written  statement. 

1.  A  discussion  of  the  aggregate  financial  health  of 
corporate  credit  unions  and  U.S.  Central.  Include 
whether  capital  levels  are  appropriate  given  investment 
and  portfolio  activity. 

2.  The  risks  associated  with  uninsured  shares  transferred  to 
U.S.  Central  by  other  corporate  credit  unions.  Include 
the  dangers  then  posed  to  natural  person  credit  unions 
placing  excess  funds  in  a  corporate. 

3.  A  discussion  of  corporate  credit  unions  and  U.S. 
Central's  overseas  investment  activities  and  its  impact 
upon  the  credit  union  industry.  Include  whether 
corporate  credit  unions  and  U.S.  Central  should  be 
permitted  to  compete  in  other  financial  activities? 

4.  A  discussion  of  the  need  for  higher  returns  by  U.S. 
Central,  with  other  corporate  credit  unions  acting  merely 
as  a  conduit  for  natural  person  credit  union  investment 
funds . 
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Please  provide  any  additional  comments  you  believe  to  be 
pertinent  to  the  hearing.  You  will  be  given  10  minutes  to 
summarize  your  written  remarks.  Banking  Committee  rules  require 
that  you  provide  200  .copies  of  your  written  testimony  no  later  than 
10:00  a.m.,  October  5,  1994,  to  room  2129  of  the  Rayburn  House 
Office  Building. 


Thank  you  in  advance  for  your  cooperation. 
looks  forward  to  your  testimony. 


With  best  wishes 


The  Committee 


HBG: jc 
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Dr.  James  Barth 

303  Business  Building 

Auburn  University 

Auburn,  Alabama   36849-5245 

Dear  Dr.  Barth: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  hearing  on  the  financial  condition,  investment  policies  and 
practices,  and  other  current  issues  facing  corporate  credit  unions. 
The  hearing  will  be  held  on  October  6,  1994,  at  10:00  a.m.,  in  Room 
2128,  Rayburn  House  Office  Building.  The  Committee  respectfully 
requests  that  you  testify  at  the  hearing. 

In  order  to  provide  the  Committee  with  a  better  understanding 
of  the  subject  matter,  please  include  the  following  information  in 
your  written  statement. 

1.  A  discussion  of  the  aggregate  financial  health  of 
corporate  credit  unions  and  U.S.  Central.  Include 
whether  capital  levels  are  appropriate  given  investment 
and  portfolio  activity. 

2.  A  discussion  of  the  role,  importance  and  economic 
benefits  of  corporate  credit  unions  and  U.S.  Central. 
Please  justify  the  need  for  the  current  corporate  credit 
union  structure  with  U.S.  Central  at  the  pinnacle. 

3.  A  discussion  of  corporate  credit  unions  and  U.S. 
Central's  overseas  investment  activities  and  its  impact 
upon  the  credit  union  industry.  Include  whether 
corporate  credit  unions  and  U.S.  Central  should  be 
permitted  to  compete  in  other  financial  activities? 

4.  A  discussion  of  management  interlocks  between  corporate 
credit  unions  and  leagues. 

5.  A  discussion  of  the  areas  where  corporate  credit  unions 
and  U.S.  Central  demand  the  most  attention  from  either 
a  regulatory  or  congressional  standpoint. 
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Please  provide  any  additional  comments  you  believe  to  be 
pertinent  to  the  hearing.  You  will  be  given  10  minutes  to 
suaunarize  your  written  remarks.  Banking  Committee  rules  require 
that  you  provide  200  copies  of  your  written  testimony  no  later  than 
10:00  a.m.,  October  5,  1994,  to  room  2129  of  the  Rayburn  House 
Office  Building. 


Thank  you  in  advance  for  your  cooperation. 
looks  forward  to  your  testimony. 


The  Committee 


With  best  wishes. 


H 
Chairma 


HBG: jc 
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Mr.  Janes  Bell 

President 

U.S.  Central  Credit  Union 

7300  College  Blvd.,  Suite  600 

Overland  Park,  Kansas   66210 

Dear  Mr.  Bell: 


The  Committee  on  Banking,  Finance  and  Urban  Affairs  will 
hold  a  hearing  on  the  financial  condition,  investment  policies 
and  practices,  and  other  current  issues  facing  corporate  credit 
unions.   The  hearing  will  be  held  October  6,  1994,  at  10:00  a.m., 
in  Room  2128,  Rayburn  House  Office  Building.   The  Committee 
respectfully  reguests  that  you  testify  at  the  hearing. 

In  order  to  provide  the  Committee  with  a  better  understanding 
of  the  subject  matter,  please  include  the  following  information 
in  your  written  statement. 

1.  A  discussion  of  the  role  of  U.S.  Central,  including  a 
description  of  the  services  it  provides  to  other 
corporate  credit  unions. 

2.  A  discussion  and  analysis  of  U.S.  Central's  investment 
activities,  strategies,  and  associated  risks.   Include 
the  safety  and  soundness,  appropriateness,  and  economic 
success  of  your  investment  practices. 

3.  A  discussion  of  U.S.  Central's  relationship  with 
Banesto,  including  the  nature  and  magnitude  of  U.S. 
Central's  financial  relationship  with  Banesto. 

4.  A  discussion  of  the  impact  of  the  Corporate  Credit 
Union  Committee  findings  and  recommendations, 
particularly  the  recommendation  regarding  the  current 
structure  of  corporate  credit  unions. 

5.  A  discussion  of  U.S.  Central's  position  on  NCUA's 
proposal  regarding  management  interlocks  between 
corporate  credit  unions  and  leagues. 
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6.   An  overview  of  the  financial  and  nonfinancial 

relationships  between  U.S.  Central  and  the  Credit  Union 
National  Association  (CUNA) . 

Please  provide  any  additional  comments  that  you  believe  to 
be  pertinent  to  the  hearing.   You  will  be  given  10  minutes  to 
summarize  your  written  remarks.   The  Banking  Committee's  rules 
require  that  you  provide  200  copies  of  your  written  testimony  no 
later  than  10:00  a.m.,  October  5,  1994,  to  room  2129  of  the 
Rayburn  House  Office  Building. 

Thank  you  in  advance  for  your  cooperation.   The  Committee 
looks  forward  to  your  testimony. 


With  best  wishes. 


sincerely//  /f 

Henry  B.    Gonzarez 
Chairman 


HBG: jc 
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Mr.  Richard  M.  Johnson 

President  &  CEO 

WesCorp  Federal  Credit  Union 

924  Overland  Court 

San  Diames,  California   91773-1750 


Dear  Mr. 


rohnson: 


On  October  6,  1994,  at  10:00  a.m.,  in  room  2128  of  the 
Rayburn  House  Office  Building,  the  Committee  on  Banking,  Finance 
and  Urban  Affairs  will  hold  a  hearing  on  the  financial  condition, 
investment  practices  and  capital  levels  of  corporate  credit 
unions.   The  Conunittee  respectfully  requests  that  you  testify  at 
the  hearing. 

In  order  for  the  Committee  to  have  a  better  understanding  of 
the  issues  facing  corporate  credit  unions,  please  include  the 
following  information  in  your  written  statement. 

1.   A  discussion  of  the  role  of  WesCorp,  including  a 

description  of  the  services  it  provides  to  natural 
person  credit  unions. 


A  discussion  and  analysis  of  WesCorp  investment 
activities,  strategies  and  the  associated  risks. 
Include  the  safety  and  soundness,  appropriateness, 
economic  success  of  your  investment  practices. 


and 


4. 


A  discussion  of  WesCorp's  relationship  with  U.S. 
Central,  including  the  nature  and  magnitude  of  WesCorp 
funds  deposited  in  U.S  Central. 

A  discussion  of  the  findings  and  recommendations  cited 
in  the  report  by  the  NCUA  commissioned  Corporate  Credit 
Union  Committee. 


A  discussion  of  WesCorp's  position  on  the  NCUA's 
proposal  regarding  management  interlocks  between 
corporate  credit  unions  and  leagues. 
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Please  provide  any  additional  comments  that  you  believe  to 
be  pertinent  to  the  hearing.   Vou  will  be  given  10  minutes  to 
summarize  your  written  remarks.   Banking  Committee  rules  require 
that  you  provide  200. copies  of  your  written  testimony  no  later 
than  10:00  a.m.,  October  5,  1994,  to  room  2129  of  the  Rayburn 
House  Office  Building. 


Thank  you  in  advance  for  your  cooperation, 
looks  forward  to  your  testimony. 


The  Committee 


With  best  wishes. 


Henry  B.  'Gonzalaz^ 
Chairman 


HBG:tn 
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Mr.  Kenneth  L.  Robinson 

President 

National  Association  of  Federal  Credit  Unions  (NAFCU) 

P.O.  Box  3769 

Washington,  D.C.   20007 

Dear  Mr.  Robinson: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  be 
hold  a  hearing  on  the  corporate  credit  union  system  on  October  6, 
1994,  at  10:00  a.m.,  in  Room  2128  Rayburn  House  Office  Building. 
The  Committee  respectfully  requests  that  you  testify  at  the 
hearing. 

Please  provide  the  Committee  with  an  overview  of  NAFCU' s 
views  on  issues  currently  facing  the  corporate  credit  union 
system,  including  capital  adequacy  for  corporate  credit  unions, 
and  the  system  of  interlocking  directorships  between  state  credit 
union  trade  associations  and  corporate  credit  unions.   In 
addition,  please  comment  on  whether  or  not  corporate  credit 
unions  are  needed,  and  whether  or  not  they  should  be  permitted  to 
compete  for  credit  union  business  beyond  their  current  geographic 
limits. 

Please  provide  any  additional  comments  that  you  believe  are 
pertinent  to  the  hearing.   You  will  be  given  10  minutes  to 
summarize  your  written  remarks.   The  Banking  Committee's  rules 
require  that  you  provide  200  copies  of  your  written  testimony  no 
later  than  10:00  a.m.,  October  5,  1994,  to  room  2129  of  the 
Rayburn  House  Office  Building. 

Thank  you  in  advance  for  your  cooperation.   The  Committee 
looks  forward  to  hearing  your  testimony.   With  best  wishes. 


Henry  B.  Gonzalez 
Chairman 
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The  Committee  on  Banking,  Finance  and  Urban  Affairs  will 
hold  a  hearing  on  the  corporate  credit  union  system,  including 
U.S.  Central  Corporate  Credit  Union,  on  October  6,  1994,  at  10:00 
a.m.,  in  Room  2128  Rayburn  House  Office  Building.   The  Committee 
respectfully  requests  that  you  testify  at  the  hearing. 

Please  present  CUNA's  views  on  issues  currently  facing  the 
corporate  credit  union  system,  including  capital  adequacy  for 
corporate  credit  unions,  and  your  comments  on  the  interlocking 
directorships  between  state  credit  union  trade  associations  and 
corporate  credit  unions.   Please  explain  the  function  of 
corporate  credit  unions,  and  whether  or  not  they  should  be 
allowed  to  compete  beyond  their  current  geographic  boundaries. 
In  addition,  please  provide  the  Committee  with  an  overview  of 
CUNA's  relationship  with  U.S.  Central  Corporate  Credit  Union. 

Please  provide  any  additional  comments  that  you  believe  are 
pertinent  to  the  hearing.   You  will  be  given  10  minutes  to 
summarize  your  written  remarks.   The  Banking  Committee's  rules 
require  that  you  provide  200  copies  of  your  written  testimony  no 
later  than  10:00  a.m.,  October  5,  1994,  to  room  2129  of  the 
Rayburn  House  Office  Building. 

Thank  you  in  advance  for  your  cooperation.   The  Committee 
looks  forward  to  hearing  your  testimony.   With  best  wishes. 


Sinc/rely, 

Henry  B.  Gonz 
Chairman 
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To:       Members  of  the  Committee  on  Banking,  Finance  and  Urban 
Affairs 

From:      Henry  B.  Gonzalez,  Chairman 

Re:       Hearing  on  Corporate  Credit  Unions 

On  Thursday,  October  6,  1994  at  10:00  a.m.,  in  room  2128  of  the 
Rayburn  House  Office  Building,  the  Committee  on  Banking,  Finance  and 
Urban  Affairs  will  hold  its  second  credit  union  hearing  on  the 
financial  condition,  investment  practices  and  the  board  composition  of 
corporate  credit  unions.   The  following  is  a  tentative  witness  list: 

Panel  1 

Mr.  H.  Allen  Carver,  Director,  Office  of  Corporate  Credit  Unions, 

National  Credit  Union  Administration  (NCUA) 
Mr.  Thomas  J.  McCool,  Associate  Director,  Financial  Institutions  and 

Markets  Issues,  General  Government  Division,  General  Accounting 

Office  (GAO) 
Dr.  Harold  A.  Black,  Chairman,  Corporate  Credit  Union  Study  Committee 


Panel  2 


Mr.  James  R.  Bell,  President,  U.S.  Central  Credit  Union 

Mr.  Richard  M.  Johnson,  President  &  CEO,  WesCorp  Federal  Credit  Union 

Mr.  J.  Clayton  Brooke,  President,  Capital  Corporate  Federal  Credit 

Union 

-representing  the  National  Association  of  Federal  Credit  Unions 
(NAFCU) 
Mr.  Ralph  S.  Swoboda,  President,  Credit  Union  National  Association 

(CUNA) 
Dr.  James  A.  Earth,  Chairman,  Department  of  Finance,  Auburn  University 
Mr.  Paul  A.  Bauer,  President  and  CEO,  The  Bauer  Group 
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SECOND  HEARING  NOTICE 

To:       Members  of  the  Committee  on  Banking,  Finance  and  Urban  Affairs 

From:     Henry  B.  Gonzalez,  Chairman 

Re:       Hearing  on  Corporate  Credit  Unions 


On  Thursday,  October  6,  1994  at  10:00  a.m.,  in  room  2128  of  the 
Rayburn  House  Office  Building,  the  Committee  on  Banking,  Finance  and 
Urban  Affairs  will  hold  its  second  credit  union  hearing  on  the  financial 
condition,  investment  practices  and  the  board  composition  of  corporate 
credit  unions.  The  following  witness  list  order  is  subject  to  further 
revision: 

Panel  1 

Mr.  H.  Allen  Carver,  Director,  Office  of  Corporate  Credit  Unions, 
National  Credit  Union  Administration  (NCUA) 

Panel  2 


Mr. 


Dr. 

Dr. 
Mr. 


Thomas  J.  McCool,  Associate  Director,  Financial  Institutions 
and  Markets  Issues,  General  Government  Division,  General 
Accounting  Office  (GAO)  *testimony  not  available  at  time  of  mailing 
Harold  A.  Black,  Ph.D.,  Professor  of  Financial  Institutions  and 
Head,  Department  of  Finance,  University  of  Tennessee 
James  A.  Barth,  Chairman,  Department  of  Finance,  Auburn  University 
Paul  A.  Bauer,  President  and  CEO,  The  Bauer  Group,  Inc. 


Panel  3 


Mr. 

Mr. 
Mr. 


Mr. 


James  R.  Bell,  President,  U.S.  Central  Credit  Union 

Richard  M.  Johnson,  President  &  CEO,  WesCorp  Federal  Credit  Union 

J.  Clayton  Brooke,  President  and  CEO,  Capital  Corporate  Federal 

Credit  Union;  representing  the  National  Association  of  Federal 

Credit  Unions  (NAFCU) 

Ralph  S.  Swoboda,  President,  Credit  Union  National  Association  and 

Affiliates  (CUNA) 
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COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

U.S.  HOUSE  OF  REPRESENTATIVES 

REP.  HENRY  B.  GONZALEZ  (D-San  Antonio,  Texas),  CHAIRMAN 

FOR  IMMEDIATE  RELEASE 
Contact:  Julie  Black 
Press  Spokesman 
202-225-7141 

WASHINGTON.  D.C..  October  6,  1994  —  Chairman  Henry  B.  Gonzalez  of  the 

Committee  on  Banking,  Finance  and  Urban  Affairs  today  criticized  the 
Federal  Reserve  "for  using  the  threat  of  further  interest  rate  hikes  to 
spook  the  average  American  who  is  fearful  of  never  being  able  to  buy  a 
home,  secure  credit,  or  get  a  better-paying  job." 

"Although  the  Federal  Reserve's  Federal  Open  Market  Committee  (FOMC) 
adjourned  this  time  without  raising  interest  rates,  Federal  Reserve 
Chairman  Alan  Greenspan  is  strongly  implying  that  another  interest  rate 
hike  may  be  in  the  offing.  Like  a  bully  who  gets  great  satisfaction  from 
taunting  the  smallest  child  in  the  schoolyard,  the  Fed  doesn't  seem  to  be 
bothered  that  its  threat  of  raising  interest  rates  is  taking  its  toll  on 
Wall  Street,  on  the  housing  market,  on  the  derivatives  market,  on  employers 
determining  future  hiring  needs,  and  on  the  economy  in  general.  Is  this  the 
way  to  conduct  a  responsible  monetary  policy?"  Chairman  Gonzalez  asked. 

"I  am  convinced  the  Fed  is  intentionally  allowing  the  impression  to 
stand  that  it  is  reacting  to  every  short-run  change  in  economic  conditions 
as  a  sign  of  the  inflation  that  it  might  slay  with  higher  interest  rates. 
This  kind  of  anxiety  is  causing  instability  in  financial  markets  around  the 
world  and  is  not  the  hallmark  of  a  competent  central  bank,"  Chairman 
Gonzalez  said. 

"In  deference  to  its  Wall  Street  and  banking  industry  constituencies 
whose  maxim  seems  to  be,  *the  higher  the  interest  rates,  the  higher  the 
profits,'  the  Federal  Reserve  appears  willing  to  sacrifice  the  housing  and 
consumer  credit  markets  and  appears  to  be  letting  unemployment  rise.  What 
is  really  remarkable  is  that  a  growing  number  of  experts  (including 
conservative  economists  who  have  traditionally  been  Fed  cheerleaders)  and 
mainstream  business  persons  are  questioning  the  Fed's  inflation  paranoia. 
These  groups  also  fear  that  the  threat  of  the  Fed  interest  rate  hikes  may 
throw  the  economy  into  the  tank,"  Chairman  Gonzalez  said. 
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Chairman  Gonzalez  said,  "For  example,  James  D.  Robinson  III,  president 
of  J.D.  Robinson  Inc.  and  former  Chairman  and  CEO  of  American  Express 
recently  wrote  in  the  September/October  1994  issue  of  Foreign  Affairs 
magazine: 

'Inflation  is  not  a  threat  in  the  United  States.  Nor  is  it 
for  the  foreseeable  future.  ..  Unnecessarily  high  interest  rates 
become  an  invisible  tax  that  drains  middle  class  incomes  with 
higher  mortgage  payments  and  credit  rates.  U.S.  growth  is  slowed, 
unemployment  is  spurred,  and  efforts  to  reduce  the  federal 
deficit  are  set  back.  The  Fed  rate  hikes  instituted  so  far  this 
year  will  cost  the  government  billions  of  dollars  more  to  finance 
the  deficit.  Slower  growth,  meanwhile  will  mean  less  tax  revenue 
and  more  relief  paid  out  to  the  unemployed.'" 

"These  harmful  effects  may  be  invisible  to  Wall  Street  bond  traders 
who  can  make  large  profits  on  falling  bond  prices  and  to  Fed  Chairman  Alan 
Greenspan  and  his  colleagues  who  aim  toward  zero  inflation  at  any  cost. 
However,  the  effects  are  quite  apparent  to  the  eight  million  unemployed  and 
to  those  23  million  Americans  working  1  to  35  hours  a  week  many  of  whom  are 
desperately  seeking  full-time  employment  to  make  ends  meet,"  he  said. 

Chairman  Gonzalez  said,  "It  is  outrageous  that  the  Fed  continues  to 
protect  its  policymakers  from  public  scrutiny,  by  refusing  to  release 
verbatim  minutes  of  its  eight  annual  Federal  Open  Market  Committee  (FOMC) 
until  five  years  after  the  meeting  was  held.  (No  one  even  knew  these 
minutes  were  being  kept  until  I  discovered  that  the  FOMC  was  secretly 
keeping  them  for  17  years.)  If  the  Fed  is  going  to  turn  the  screws  on  the 
American  economy  by  raising  interest  rates,  shouldn't  the  public  be  able  to 
know  how  the  12-members  of  the  FOMC  defend  their  positions?  What  are  they 
trying  to  hide?" 

"I  plan  to  continue  to  push  for  full  accountability  from  our  central 
bank.  Why  should  the  public  have  to  wait  five  years  for  the  FOMC  to  release 
complete  minutes  of  its  decision-making  meetings  when  the  public  is  asked 
to  immediately  suffer  the  consequences  of  the  FOMC's  most  recent  interest 
rate  decisions,"  he  said. 

### 
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THE  CORPORATE  CREDIT  UNION  NETWORK 


The  United  States  Credit  Union  System 

The  credit  union  industry  in  the  United  States  consist  of  a 
three- tier  system  of  natural  person  credit  unions,  corporate  credit 
unions,  and  the  U.S.  Central  Credit  Union  at  the  pinnacle.  Figure 
1  (below)  shows  the  hierarchy  of  the  three-tier  system,  along  with 
the  services  that  each  tier  provides  to  the  other. 


Ficnire  1 


U.S.  Central  Credit  Union 


The  Role  of  the  Corporate  Credit  Union  Network 

The  corporate  credit  union  network  (CCUN)  consists  of 
corporate  credit  unions  and  the  U.S.  Central  Credit  Union.  U.S. 
Central  is  the  corporate  credit  union  for  corporate  credit  unions. 

The  role  of  the  CCUN  is  to  accept  iinloaned  deposits  of  natural 
person  credit  unions  for  short-term  investments.  Corporate  credit 
unions  offer  their  members -which  are  natural  person  credit  unions - 
an  array  of  financial  services.  These  financial  services  include 
licjuidity,  investment  and  correspondent  services.  Such  services 
include  credit  lines,  share  certificates,  and  domestic  and 
international  funds  transfers,  respectively.  Some  corporate  credit 
unions  send  their  deposits  to  U.S.  Central  which  ultimately  invests 
the  funds  outside  of  the  U.S.  financial  system. 
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The  CCUN  competes  with  outside  providers,  such  as  banks,  the 
Federal  Reserve,  and  credit  union  service  organizations  to  provide 
financial  services.  However,  the  CCUN  as  a  provider,  is  designed 
to  be  unique  and  to  have  certain  advantages  over  other  competitors. 
The  CCUN  is  designed  to  be  cost-effective  in  comparison  to  other 
providers  and  should  be  more  willing  to  meet  the  financial  needs  of 
small  credit  unions. 

The  CCUN  seirves  credit  unions  throughout  the  United  States  and 
Puerto  Rico.  Each  corporate  credit  union  has  its  own  field  of 
membership.  A  corporate 's  field  of  membership  is  often  defined  by 
state  boundaries.  For  the  most  part,  each  corporate  is  designated 
to  serve  credit  unions  in  only  one  state.  Only  a  few  corporate 
credit  unions  serve  members  in  two  or  more  states.  Appendix  I 
shows  the  six  corporate  credit  unions  that  serve  two  or  more 
states. 


Federal  Regulatory  Structure 

The  CCUN  has  diverse  chartering  and  share  (deposit)  insurance 
status.  The  National  Credit  Union  Administration  (NCUA)  has 
oversight  responsibilities  and  regulates  federally-chartered  or 
federally- insured  corporate  credit  unions.  State  chartered 
corporate  credit  unions  that  are  not  federally- insured  are 
regulated  by  the  appropriate  state  authority.  The  National  Credit 
Union  Share  Insurance  Fund  insurers  both  natural  person  credit 
unions  and  corporate  credit  unions . 

As  of  June  30,  1994,  18  of  the  44  corporate  credit  unions  have 
both  a  federal  charter  and  federal  share  insurance.  Twenty-one 
state-chartered  corporate  credit  unions  have  federal  insurance. 
The  remaining  five  state-chartered  corporate  credit  unions  are 
uninsured.  The  General  Accounting  Office  (GAO)  found  those 
corporate  credit  unions  without  federal  insurance  are  subject  to 
some  degree  of  federal  oversight  if  they  are  members  of  the  Central 
Liquidity  Facility. 

Financial  Condition 

As  of  March  1994,  the  44  corporate  credit  unions  had  total 
assets  of  $45  billion,  $38  billion  in  total  shares,  $42  billion  in 
investments,  and  retained  earnings  of  $848  million.  A  review  of 
NCUA  documents  on  corporate  credit  union  investments  found  the 
majority  of  investments,  $22  billion  or  52  percent,  are  in  U.S. 
Central.  Another  26  percent,  or  $8  billion,  of  corporate  credit 
union  investments  are  in  federal  agency  collaterized  mortgage 
obligations  and  federal  agency  securities.  The  majority  of 
corporate  credit  unions  obtained  an  overall  favorable  CAMEL  rating 
during  the  1993  examination  cycle. 
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Corporate  Credit  Union  Network  Relationships 

There  is  a  spectrum  of  relationships  between  corporates  and 
state  leagues.  At  one  end,  completely  integrated  corporate  credit 
unions  and  their  leagues  share  common  staff  and  facilities.  On  the 
other  end,  the  non- integrated  corporates  are  totally  independent  of 
their  leagues.  Most  corporates  have  some  type  of  relationship  or 
shared  programs  with  their  leagues. 

Several  orgemizations  and  associations  have  strong  ties  to  the 
credit  union  industry.  It  is  common  for  credit  union  leacfues  and 
other  organizations  to  be  members  of  corporate  credit  unions.  Such 
organizations  as  the  Credit  Union  National  Association  (CUNA) 
(which  is  a  member  of  U.S.  Central) ,  state  credit  union  leagues  and 
various  subgroups  and  subsidiaries  of  these  two  associations  are 
members  of  corporate  credit  unions . 

As  an  example  of  the  interlocking  management  of  corporate 

credit  unions  and  leagues,  the  board  of  directors  of  U.S  Central 

(located  in  Kansas)  currently  consist  of  the  following  seven 
members : 

Chairman  of  Association  of  Credit  Union  League 

Executives  (ACULE) ; 

Vice-chairman  of  ACULE; 

Chairman  of  ACULE 's  Corporate  Forum; 

Chairman  of  CUNA; 

President  of  CUNA;  and 

a  designated  credit  union  representative  of  the  Kansas  Credit  Union 
League  and  another  qualified  representative  from  the  CCUN.  The 
membership  of  U.S.  Central's  Board  of  Directors  has  been  criticized 
by  other  corporates  for  its  heavy  leagues  representation.  This  is 
seen  as  inconsistent  given  corporates  place  a  large  proportion  of 
funds  in  U.S.  Central. 

Credit  union  trade  associations,  particularly  CUNA,  are  oppose 
to  a  NCUA  plan  that  would  sever  the  management  ties  between 
corporates  and  leagues/trade  associations.  The  NCUA  plan,  if 
adopted,  would  forbid  corporate  credit  unions  and  industry  trade 
groups  from  sharing  top  executives.  Credit  union  trade 
associations  believe  this  management  structure  has  not  presented 
itself  as  a  safety  and  soundness  issue. 
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Regulatory  Issues  Facing  the  Corporate  Credit  Union  Network 

In  recent  years,  studies  and  reports^  of  the  corporate  credit 
union  network  have  focused  many  topics.  However,  in  recent  times, 
capital  adequacy  and  investment  practices  has  been  given  much 
discussion.  Capital  adequacy  for  corporates,  and  other  financial 
institutions,  is  important.  Since  December  1992,  corporates  are 
subject  to  risk-basked  capital  guidelines  under  Regulation  704.  A 
1991  review  of  the  CCUN  by  consultants  fovind  capital  ratios  low  and 
decreasing  in  the  past  few  years.  This  report  pointed  out  that  a 
decrease  in  capital  does  not  reflect  a  shrinkage  of  capital,  but 
rather,  is  a  result  of  a  large  and  rapid  increases  in  total  assets 
caused  by  individual  members'  demand  for  savings  products.  This 
increases  surplus  deposits  in  credit  unions,  some  of  which  are 
invested  at  their  corporates . 

The  investment  practices  of  corporates  have  also  been  given 
much  debate.  Most  corporates  follow  a  conservative  investment 
policy,  which  generally  produces  lower  returns  than  available 
through  many  other  investment  vehicles.  However,  the  financial 
arena  has  called  to  question  the  riskier  investment  practices  of 
some  corporates  given  the  new  financial  products  and  services,  such 
as  derivatives,  which  offer  higher  yields  and  additional  risks. 

A  1991  GAO  report  on  credit  unions  reported  that  the  industry 
should  pay  close  attention  to  the  operations  of  corporate  credit 
unions  to  ensure  the  safety  of  the  entire  credit  union  industry. 
Likewise,  GAO  believes  the  same  attention  should  be  given  to  the 
operations  of  U.S.  Central.  The  GAO  report  listed  the  high 
concentration  of  credit  union  assets  in  corporate  credit  unions,  a 
low  GAAP  net  worth  in  relation  to  corporate  assets,  and  that  90 
percent  of  the  aggregate  credit  union  deposits  in  corporates  which 
are  not  federally  insured  as  reasons  for  safety  and  soundness 
concerns . 


Changing  Investment  Strategies  of  Corporate  Credit  Unions 

A  1993  study  of  the  CCUN  found  investment  strategies  headed 
towards  more  riskier  investments.  A  great  majority  of  corporate 
credit  unions  reported  they  were  capable  of  managing  somewhat  more 
risk  in  order  to  achieve  a  higher  return.  However,  staff  expertise 
and  industry  practices  were  found  more  frequently  as  risk 
constraints.  Ironically,  in  1994,  another  study,  this  time  by  the 
Corporate  Credit  Union  Committee,  found  corporate  credit  unions, 
including  U.S.  Central,  are  assuming  more  risks  in  their  investment 
practices  and  in  their  portfolio.  Also,  the  Committee  found 
investment  activities  are  becoming  more  complex  and  will  require 


^  Appendix  II  contains  the  names  and  titles  of  recent  reports 
and  studies  issued  on  the  credit  union  industry. 
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CCUN  management  personnel  to  be  adept  in  understanding  such 
investment  products. 

Future  Environment  of  Corporate  Credit  Unions 

Both  financial  analyst  and  consultants  cannot  accurately 
predict  the  condition  of  financial  markets  for  future  years. 
However,  both  have  predicted  changes  in  the  CCUN  activities  and 
structure.  One  report  found  the  CCUN's  effectiveness  is  dependent 
on  two  factors:  the  edsility  of  natural  person  credit  unions  to 
profitably  serve  their  customers  emd  the  eOsility  of  corporates  to 
serve  credit  unions.  Trends  in  financial  services  and  technology 
demands  make  it  more  evident  that  larger  corporates  can  operate 
more  successfully  than  smaller  ones,  emd  that  smaller  corporates 
will  increasingly  operate  at  a  competitive  disadvantage.  The  study 
further  found  that  smaller  corporates  would  be  at  an  advantage  to 
consolidate  with  another  corporates. 

Similarly,  the  Corporate  Credit  Union  Committee  report  found  in 
order  for  corporates  to  better  serve  their  members- -natural  person 
credit  unions- -fields  of  memberships  should  be  determined  by  market 
driven  process.  This  means  that  all  corporates  should  have  wider 
and  expanded  fields  of  membership  in  order  to  increase  efficiency 
and  lower  prices  of  services.  The  Committee  recommended  to  NCUA 
anticipate  market  occurrences  and  take  no  action  that  would  inhibit 
market  forces  from  redefining  the  current  three-tier  system. 
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APPENDIX  II  APPENDIX  II 


NAMES  AND  TITLES  OF  REPORTS  ON 
THE  CREDIT  UNION  INDUSTRY 

Corporate  Credit  Union  Network  Investments:  Risks  and  Risk 
Management,  Current  Status  and  Recommendations,  August  1994, 
A  Report  to  the  National  Credit  Union  Administration 

Corporate  Credit  Union  Network:  The  CCUN  and  its  Positioning 
Within  the  Financial  Services  Industry,  August  1993,  by 
Golembe  (a  division  by  EDS) 

Credit  Unions:  Reforms  for  Ensuring  Future  Soundness,  July 
1991,  General  Accounting  Office 

The  Credit  Union  Industry:  Financial  Condition  and  Policy 
Issues,  February  1991,  by  James  Barth,  Auburn  University  and 
R.  Dan  Brumbaugh,  Jr. 

The  Credit  Union  Industry:  Trends,  Structure,  and 
Competitiveness,  November  1989,  A  Study  prepared  for  The 
American  Bankers  Association  under  the  direction  of  The  Secura 
Group 
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AN  ANALYSIS  OF  THE 
NCUA  CORPORATE  CREDIT  UNION  STUDY 


BACKGROUND 

In  March  1994,  the  National  Credit  Union  Administration  (NCUA) 
commissioned  a  five-member  "blue  ribbon"  committee  to  study  the 
investment  and  risk-taking  behaviors  of  corporate  credit  unions. 
In  part,  NCUA  formed  this  committee  as  a  result  of  the  controversy 
surrounding  U.S.  Central's  $395  million  investment  in  Banesto,  a 
troubled  Spanish  bank.  Banesto  was  later  taken  over  by  the  Spanish 
central  bank  due  to  problems  in  its  commercial  loan  portfolio. 
This  action  placed  the  remaining  U.S.  Central's  investment  in 
jeopardy.  U.S.  Central  has  since  received  timely  payment  of  all 
principal  and  interest --thus,  no  loss  was  incurred. 

The  Corporate  Credit  Union  Committee  (Committee)  members 
consisted  of  five  persons  with  vary  and  vast  amounts  of  financial, 
federal  regulatory,  academic,  and  consultation  experience  in  the 
financial  institutions  arena.  Committee  members  consisted  of  Dr. 
Harold  Black,  who  served  as  chair,  Albert  DePrince,  Jr.,  William 
Ford,  James  Kuldinski,  and  Robert  Schweitzer. 

The  Committee's  report.  Corporate  Credit  Union  Network 
Investments:  Risks  and  Risk  Management.  Current  Status  and 
Recommendat ions  was  publicly  released  July  1994. 

REPORT  SUMMARY  AND  FINDINGS 

The  Committee  assessed  the  degree  of   risk-taking,   the 
capabilities  to  manage  risk,  and  the  capital  adequacy  of  the 
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corporate  credit  vmion  network^,  including  U.S.  Central.  The 
Conunittee's  report  contained  seven  findings.  Some  findings  had  two 
or  more  recommendations.  Each  of  the  seven  findings,  along  with  at 
least  one  recommendation  is  summarized  below: 

1.  Corporate  credit  unions  and  U.S.  Central  are  assuming 
more  risk  in  their  investment  practices  and  in  their 
investment  portfolio  compared  to  the  past. 

Recommendation  (1)^:  Improve  procedures  that  monitor  and 
evaluate  risk-taking  or  exploiting  interest  rate  risk  to 
achieve  higher  investment  yields  needs  to  be  implemented 
by  the  corporate  credit  union  network  and  closely 
monitored  by  the  NCUA. 

2.  Corporate  credit  unions  and  U.S.  Central's  investment 
activities  are  becoming  more  complex  and  will  likely 
continue  to  become  increasingly  complex  in  the  future. 

Recommendation  (4)  :  Corporate  credit  union  management 
personnel  must  be  adept  in  understanding  investment 
products,  especially  derivative  instruments. 
Additionally,  NCUA  needs  to  obtain  and  train  corporate 
credit  union  examiners  that  specialize  in  derivatives. 

3.  Primary  capital  levels  of  corporate  credit  unions  are,  on 
average ,  inadequate . 

Recommendation  (4) :  NCUA  should  establish  stronger 
capital  standards  for  corporate  credit  union- -especially 
for  U.S.  Central--to  meet  both  the  primary  and  risk-based 
capital  requirements  set  by  the  Basle  Accord.  Also,  the 
current  maximum  allowable  exposure  to  one  borrower  as  a 
percent  should  be  replaced  with  a  new  minimum  asset 
diversification  rule  based  on  primary  capital. 


^  The  corporate  credit  union  network  consist  of  corporate 
credit  unions  and  U.S.  Central.  There  are  two  corporate  credit 
unions  which  do  not  belong  to  the  network.  These  two  are  the 
Central  Credit  Union  Fund  (Massachusetts)  and  the  LICU  Corporate 
(New  York) . 

^  The  number  in  parenthesis  following  the  word  recommendation 
indicates  the  total  number  of  recommendations  for  this  finding. 
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4 .  Credit  analysis  procedures  have  not  kept  pace  with  the 
increased  volume  of  funds  flowing  into  the  system. 

Recommendation  (4) :  Corporate  credit  unions  should 
develop  An  internal  system  to  critically  monitor  the 
credit  quality  of  all  significant  assets  subject  to 
credit  risk.  Secondly,  total  investment  in  any  single 
foreign  entity  should  be  limited  to  no  more  than  a 
reasonable  multiple  of  primary  capital. 

5.  Approximately  one-fourth  of  the  credit  union  industry's 
investments  are  placed  in  the  network.  The  remaining 
three -fourths  of  such  funds  are  mainly  invested  in  the 
financial  markets  by  natural  persons  credit  unions. 

Recommendation  (1)  :  The  management  of  these  investable 
funds  should  be  more  closely  monitored  by  NCUA. 

6.  Corporate  credit  unions  use  derivatives  instruments  to 
hedge  interest  rate  risk  and  create  synthetic  securities 
for  other  corporates  and  natural  person  credit  unions. 

Recommendation  (3) :  The  proper  management  of  derivative 
activities  should  require  the  balance  sheet  and  off- 
balance  sheet  activities  to  reflect  fair  market  value 
accounting.  The  Committee  believes  this  should  be  done 
on  a  periodic  basis.  Also,  NCUA' s  examination  of 
corporate  credit  unions  should  include  an  evaluation  of 
their  risk  and  management  of  derivative  activity. 

7.  The  traditional  three-tier  credit  union  system  is  being 
redefined. 

Recommendation  (3):  Corporate  credit  unions,  including 
U.S.  Central,  should  be  stand-alone  institutions, 
independent  of  leagues  and/or  trade  associations.  The 
Committee  found  many  distinctions  between  U.S.  Central 
and  other  corporates  arbitrary  and  recommends  that  they 
be  eliminated. 


REPORT  ANALYSIS 

Findings  are  critical 
The  Committee's  findings  on  corporate  credit  unions  appear 
frank  and  critical  of  the  investment  activities,  strategies,  and 
behaviors  of  corporate  credit  unions .  The  report  maintains  that 
the  corporate  credit  unions  and  U.S.  Central's  deliberate 
3 
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assumption  of  more  risk  in  its  investments  operations  raises  major 
concerns  cibout  the  structural  formation,  membership,  financial 
condition,  and  management  of  the  entire  corporate  credit  union 
network.  The  Committee's  concerns  center  on  the  composition  of  the 
board  of  directors  of  corporate  credit  vinions  (including  U.S. 
Central)  and  leagues. 

The  Committee  questioned  the  relevancy  and  efficiency  of  the 
current  three-tier  credit  union  structure  consisting  natural  person 
credit  unions,  corporate  credit  unions,  and  U.S.  Central  since 
corporate  credit  unions  have  determined  that  direct  investment  in 
the  financial  market  is  more  beneficial.  Because  of  this  direct 
investment,  the  Committee  found  that  the  investment  strategy  of  the 
entire  credit  union  industry  has  been  moving  in  two  directions. 
The  two  directions  consist  of  an  increasing  number  of  corporate 
credit  unions  doing  their  own  investment  (thus,  less  funds  are 
channeled  up  to  U.S.  Central)  and  the  assumption  of  more  risk 
because  a  significant  number  of  innovative  investment  products, 
such  as  derivatives  and  asset -backed  securities  are  now  available. 

Recommendations  Require  Action  from  NCUA  and  Corporates 
A  review  of  the  Committee's  report  found  that  the 
recommendations  require  action  from  NCUA,  as  the  regulator  and 
insurer  of  credit  unions,  and  the  corporate  credit  union  network. 
The  Committee's  recommendations  mainly  focus  on  the  monitoring  of 
corporate  credit  unions  investment  activities  and  new  emerging 
structure  of  the  corporate  credit  union  network. 
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The  Committee  recommended  that  NCUA  either  adopt,  increase, 
improve,  coordinate,  or  further  monitor  various  aspects  of 
corporate  credit  union  investment  activities.  For  example,  the 
Committee  recommended  that  NCUA  adopt  risk-based  capital 
requirements  associated  with  credit  risk,  interest  rate  risk,  and 
derivative  activities  to  alleviate  corporate  credit  unions' 
inadequate  primary  capital  levels. 

Some  of  the  Committee's  recommendations,  if  adopted  by  NCUA, 
require  changes  in  how  NCUA  supervises  corporate  credit  unions  and 
govern  their  investments  activities.  For  example,  the  Committee 
recommended  that  NCUA  increase,  and  retain  its  continuous  training 
of,  its  corporate  examination  staff.  But  more  importantly,  the 
Committee  believes  that  the  corporate  examination  staff  needs  to  be 
better  and  continuously  trained  to  evaluate  investment  instruments, 
such  as  derivatives,  so  they  can  have  the  necessary  skills  to 
adequately  conduct  examinations  of  corporate  investment  activities. 
Such  trained  staff  will  better  ensure  the  safety  and  soundness  of 
corporate  credit  unions'  investment  activities. 

Other  Committee  recommendations  were  geared  toward  the 
management  of  corporate  credit  unions.  For  example,  the  Committee 
recommended  that  the  management  of  corporate  credit  unions  should 
implement  procedures  to  evaluate  risks.  Similar  to  the  training  of 
corporate  examiners,  corporate  credit  union  management  personnel 
must  be  adept  in  understanding  investment  products,  including 
derivative  instruments,  like  those  individuals  at  investment 
banking  firms. 
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n^hRr  Recommendationa  Could  Change  Credit  Union  Structure 

Other  recommendations  from  the  Committee,  if  adopted,  will 
chemge  the  structure  and  investment  operations  of  the  entire 
corporate  credit  union  system.  One  of  the  most  stark 
recommendations  in  the  report  regards  what  the  Committee  viewed  as 
the  forthcoming  changing  structure  of  the  corporate  credit  union 
network.  The  Committee  believes  that  the  current  three-tier  credit 
union  system  is  not  efficient  for  three  reasons:  1)  reserve 
transfers  and  expenditures  are  replicated  between  U.S.  Central  and 
corporate  credit  unions,  2)  assets  are  double  counted  and  promotes 
"pyramiding"  of  assets  and  concentration  of  investments  into  U.S. 
Central,  which  the  Committee  found  inadequately  capitalized,  and 
lastly  3)  the  diversity  in  the  size  of  corporates  results  in  some 
natural  person  credit  unions  receiving  adequately  or  inferior 
services. 

The  Committee  did  not  outright  state  that  U.S.  Central  should 
be  edjolished,  but  gave  very  strong  reasons  why  this  entity  of  the 
credit  union  industry  is  slowly  fading  and  not  being  used  for  its 
intended  purpose  since  corporate  credit  unions,  attractive  by 
varying  investments  and  better  yields,  are  going  directly  to  the 
financial  market  for  its  investment  products.  In  essence,  U.S. 
Central  is  being  passed  over  for  investment  services  due  to  this 
market  force.  This  is  gradually  changing  the  credit  union 
structure  from  a  three  tier  system  to  a  two  tier  system. 
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The  NCUA  Board  is  currently  studying  the  conclusions, 
findings,  and  recommendations  of  the  Committee  and  will  later 
decide  what  recommendations  it  will  adopt. 
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Corporote  Credit  Unions  tleeiinoCtiollenye 


Fony-lour  state  or  regional  corporate  credit 
unions  and  US  Central  Credit  Union  provide  invest- 
ment, liquidity,  and  payment  services  to  member  credit 
unions.  Today  they  are  challenged  to  remain  competi- 
tive and  keep  up  with  the  market. 

NCUA  substantially  revised  corporate  regulation 
in  1992,  expanding  their  investment,  lending,  and  bor- 
rowing authority  and  mstituted  risk-based  reserve 
requirements,  and  protections  agamst  conflict  ot  mterest. 
Also,  in  1992  the  NCUA  Board  centralized  the  corporate 


credit  union  examination  program,  providing  needed 
consistency  and  timely  response  to  corporate  issues. 

As  a  result  ot  these  two  actions,  corporate  credit 
umon  capital  formation  and  diversification  made  great 
strides  m  1993 — within  a  sate  and  sound  environment 
ensured  by  active,  consistent,  and  professional  supervision. 

In  1993,  the  NCUA  Board  established  separate 
fidelity  bond  coverage  requirements  tor  corporate  credit 
unions  based  on  asset  size,  raising  both  minimum  cov- 
erage amounts  and  maximum  deductibles. 


KEY  STATISTICS  ON  FEOERAUY  INSURED  CORPORATE  CREDIT  UNIONS 
DECEMBER  31  (IN  MILLIONS) 


ifa 

19*9 

1990 

1991 

199  J 

1993' 

Numtwr 

30 

30 

31 

33 

35 

37 

Assets 

J  13,996  9 

SI  7,206  4 

$25,493.8 

$31,014.8 

$37,8237 

$39,0588 

Loans 

1.584  7 

1.026  2 

1.1724 

1,1728 

1.159,2 

1,199  2 

Shares 

11,234  6 

14,501  6 

20.0123 

25.8569 

31,891  2 

31,392  4 

Reserves 

1466 

172  5 

2180 

315  1 

412.2 

4668 

Undivided  earnings 

696 

82  6 

96,9 

120  1 

159  7 

191.2 

Gross  income 

1,084  1 

1.485  4 

1.904  1 

1,928.3 

1,746  7 

2,268.2 

Ooerating  expenses 

33.8 

41  6 

549 

706 

7981 

978 

Interest  on  borrowing 

1397 

2600 

3239 

2855 

238  61 

3348 

Dividends  and  interest  on  deposits 

877  4 

1.1454 

1.465.5 

1,457  6 

1,291  61 

1,674.2 

Resen/e  transfers 

168 

188 

27.8 

404 

4501 

61.5 

Net  income 

17.2 

19  9 

325 

74.2 

91  71 

999 

SIGNIFICANT  RATIOS 

Reserves  to  assets 

1  0% 

1  0% 

0.9% 

10% 

11% 

12% 

Resen/es  and  undivided  earnings  to  assets         1  5 

1  5 

12 

1  4 

15 

17 

Resen/es  to  loans 

93 

168 

186 

269 

356 

38.9 

Loans  to  shares 

14  1 

7  1 

59 

45 

3.6 

3.8 

Operating  expenses  to  gross  income 

3  1 

28 

29 

37 

462 

4.3 

Salaries  and  benefits  to  gross  income 

1  3 

1  1 

10 

1.3 

2.1 

1.8 

Dividends  to  gross  income 

80  9 

77  1 

770 

756 

733 

73.8 

Yield  on  average  asseu 

>•     82 

95 

8.9 

6.8 

5,1 

5.9 

Cost  of  funds  to  average  assets 

7.7 

90 

84 

6.2 

44 

5.2 

Gross  spread 

05 

05 

05 

06 

0.6 

0.7 

Net  income  divided  by  gross  income 

1  6 

1  3 

1  7 

38 

5.2 

44 

Yield  on  average  loans 

91 

133 

98 

80 

62 

6  1 

Yield  on  average  investmenu 

82 

95 

91 

6.9 

5.2 

5.8 

NOTE  TO  PKfVtNT  OOUtU  COUNTING  U  S  aMTRAL  CUtXT  UNION  IS  txUUOCD  FROM  TOTALS 
tSTtMATlO 
MONTH  o*  MCtMei" 
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Corporale 
Credif  Unions 


FEDERAL  CORPORATE  CREDIT  UNIONS  -  JUNE  30 


ASSETS 

CORPORATE  NAME 

CITY.  STATE 

(IN  MILLIONS) 

Capital  Corporate 

Landover.  Maryland 

$    1.083.1 

Eastern  Corporate 

Stoneham,  Massachusetts 

892.9 

Empire  Corporate 

Albany.  New  York 

1,950.5 

Indiana  Corporate 

Indianapolis.  Indiana 

1,010.7 

Kentucky  Corporate 

Louisville.  Kentucky 

270.4 

Lieu  Corporate 

Endicott.  New  York 

6.5 

Mid-Atlantic  Corporate 

Harrisburg,  Pennsylvania 

1.328.3 

Mid-States  Corporate 

Naperville.  Illinois 

1,803.9 

Nebraska  Corporate  Central 

Omaha.  Nebraska 

103.5 

Pacific  Corporate 

Honolulu,  Hawaii 

429.6 

RICUL  Corporate 

Warwick.  Rhode  Island 

200.1 

South  Dakota  Corporate  Central 

Sioux  Falls,  South  Dakota 

53.5 

Southeast  Corporate 

Tallahassee,  Florida 

1,935.0 

Southwest  Corporate 

Dallas.  Texas 

5,801.9 

System  United  Corporate 

Arvada.  Colorado 

755.7 

Tricorp  Federal  Credit  Union 

Westbrook.  Maine 

372.5 

Virginia  League  Corporate 

Lynchburg.  Virginia 

598.2 

Western  Corporate 

Pomona,  California 

12,031.9 

Tout 

S  30,628  J 

FEDERALLY  INSURED  STATE  CORPORATE  CREDIT  UNIONS  -  JUNE  30 

ASSETS 

CORPORATE  NAME 

OTY,  STAH 

(IN  MILUONS) 

Alabama  Corporate 

Birmingham,  Alabama 

$       376.8 

Carolina  Corporate.  The 

Columbia,  South  Carolina 

356.8 

Central  Credit  Union  Fund,  Inc. 

Worcester,  Massachusens 

213.6 

Constitution  State  Corporate 

South  Wallingford,  Connecticut 

1.215.1 

Corporate  Central  Credit  Union 

Salt  Lake  City,  Utah 

266.6 

Corporate  Credit  Union  of  Arizona 

Phoenix,  Arizona 

488.6 

Corporate  One 

Columbus.  Ohio 

1.666.5 

Federacion  de  Cooperativas 

San  Juan.  Puerto  Rico 

92.9 

First  Carolina  Corporate 

Greensboro.  North  Carolina 

565.4 

Georgia  Central 

Duluth.  Georgia 

786.5 

Idaho  Corporate 

Boise.  Idaho 

101.5 

Iowa  League  Corporate 

Des  Moines.  Iowa 

310.8 

Kansas  Corporate 

Wichita,  Kansas 

328.7 

Louisiana  Corporate 

New  Orleans,  Louisiana 

98.2 

Minnesota  Corporate 

St.  Paul.  Minnesota 

355.8 

Oklahoma  Corporate 

Tulsa,  Oklahoma 

385.3 

Oregon  Corporate  Central 

Beaverton,  Oregon 

390.1 

Washington  Corporate  Central 

Bellevue,  Washington 

271.7 

West  Virginia  Corporate 

Parkersburg.  West  Virginia 

159.7 

Total 

S   8.430.6 

U.S.  Central  Credit  Union 

Overland  Park,  Kansas 

$27,064.2 

Non  TO  FUfviNT  ooueu  counting  or  Assm.  us  cenimi  anon  umon  is  excluded  nou  totai. 
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CORPORATE  CREDIT  UNIONS 


FINANCIAL  STATISTICS  AS  OF  JUNE  30, 1993 

(THOUSANDS  OF  DOLLARS) 

CHARTER 

TOTAL 

TOTAL 

TOTAL 

TOTAL 

EQUITY 

TOTAL 

NUMBER 

ST 

CORPORATE  CREDfT  UNION 

ASSETS 

SHARES 

LOANS 

INVE3TIIENT9 

CAPITAL 

MEMBERS 

6S991 

AL 

ALABAMA  CORPORATE 

376.803 

345.748 

896 

358.832 

7.159 

199 

6S170 

AZ 

CORPORATE  CU  OF  ARIZONA 

488.588 

467.756 

0 

441.409 

5.469 

72 

19699 

CA 

WESTERN  CORPORATE 

12.031.861 

8.935.206 

134  »7 

11.510.551 

213.450 

910 

23030 

CO 

SYSTEM  UNITED  CORPORATE 

755«1 

688.645 

2J43 

701.040 

15.149 

246 

•S3SI 

CT 

CONSTITUTION  STATE  CORP.  CU.  INC. 

1.215.082 

1.057.520 

146 

1.186.184 

22.324 

247 

22321 

FL 

SOOTMEAST  CORPORATE 

1.B35.0I4 

1^7,134 

18.051 

1,758.168 

^,044 

506 

80237 

GA 

GEORGIA  CENTRAL 

786.516 

727.382 

1.105 

742.781 

7480 

266 

23230 

HI 

PACFC  CORPORATE 

429.802 

350.080 

2.811 

404.982 

7,865 

120 

SS2IS 

lA 

CWA  LEAGUE  CORPORATE  CENTRAL 

3I0.7S1 

295.831 

3.941 

283.018 

7.787 

250 

■8038 

10 

DAHO  CORPORATE 

101333 

93.068 

1.289 

85.348 

3.378 

99 

222S3 

H 

MID-STATES  CORPORATE 

1.803.866 

1.606.051 

10.424 

1 .713.407 

34.914 

730 

22Sa3 

IN 

INDIANA  CORPORATE 

1.010.891 

971 .766 

5.778 

889.956 

18.670 

313 

S7S32 

KS 

KANSAS  CORPORATE 

328.707 

303.868 

3.954 

306.178 

4.721 

187 

23e«4 

KY 

KENTUCKY  CORPORATE 

270.455 

255.035 

394 

283.317 

4.907 

158 

67259 

LA 

LOUISIANA  CORPORATE 

98.178 

87.812 

0 

84.610 

2.164 

186 

67807 

M* 

CENTRAL  CREDIT  UNION  FUND.  INC. 

213.580 

207.845 

0 

210.549 

4.637 

185 

232S4 

llM 

EASTERN  CORPORATE 

892.861 

782,873 

12.872 

853.198 

12.178 

274 

22173 

HO 

CAPriAL  CORPORATE 

1.082,990 

1,014.815 

665 

1.075.644 

27.267 

440 

22230 

ME 

TRCORP 

372.540 

356.413 

3.184 

367.368 

7.560 

177 

«S101 

Ml 

CENTRAL  CORPORATE 

2,041.739 

1 ,806,709 

0 

1.920.946 

36.016 

S64 

66182 

MN 

MINNESOTA  CORPORATE 

355.831 

336,584 

1.293 

335.469 

7.364 

238 

ftSSOO 

MO 

MISSOURI  LEAGUE  CORPORATE  CENTRAL 

821.713 

776,056 

16.864 

338.448 

15.431 

218 

85752 

m 

TREASURE  STATE  CORP  CENTRAL 

146,032 

134.141 

825 

137.925 

2.647 

105 

85653 

NC 

FIRST  CAROLINA  CORPORATE 

565  J54 

523.287 

237 

549.196 

10.203 

209 

95103 

NO 

NORTH  DAKOTA  CENTRAL 

123.299 

112.053 

1.466 

115.574 

3.668 

79 

22474 

NE 

NEBRASKA  CORPORATE  CENTRAL 

103.515 

84,481 

208 

89.410 

3.012 

103 

88005 

HI 

GARDEN  STATE  CORPORATE  CENTRAL 

SS4.440 

599.000 

23.894 

615.871 

9.456 

387 

22671 

NY 

EMPIRE  CORPORATE 

1.950.5)  4 

1.771.997 

28.121 

1.403.747 

27.072 

790 

23325 

NY 

LCU  CORPORATE 

8.510 

4.646 

0 

6.215 

1.020 

43 

66297 

OH 

CORPORATE  ONE 

1.666.536 

1.119.643 

0 

1.822.844 

19.578 

701 

65173 

OK 

OKI  AHOMA  CORPORATE 

385.294 

322.486 

88 

337.729 

8.155 

109 

64435 

on 

OREGON  CORPORATE  CENTRAL 

390.148 

372.478 

496 

333.899 

8.504 

166 

22331 

PA 

MID-ATIANTIC  CORPORATE 

1,328,350 

1^43,081 

2.702 

1279,625 

24.159 

1.078 

65747 

PR 

FEOERACON  DE  COOPERATIVAS 

92.901 

84.751 

8.704 

78.504 

2J61 

237 

24413 

Rl 

RCUl  CORPORATE 

200.124 

192.061 

0 

196.363 

3.393 

S3 

66096 

SC 

THE  CAROLINA  CORPORATE 

3S6.811 

345,630 

992 

353.061 

4.619 

124 

23226 

SO 

SOUTM  DAKOTA  CORPORATE 

53.523 

49,059 

350 

50.694 

1.848 

70 

95811 

TN 

VOLUNTEER  CORPORATE 

5S6J91 

523.118 

62 

546.030 

20.687 

321 

22140 

TX 

SOUTHWEST  CORPORATE 

5.801,946 

3.668.729 

942.443 

4.480.923 

76.789 

1.180 

67099 

UT 

CORPORATE  CENTRAL 

266.626 

252.157 

8.577 

247270 

4.950 

150 

22311 

VA 

VIRGWIA  LEAGUE  COPORATE 

598.173 

498.646 

5.142 

533.696 

10.175 

308 

68045 

WA 

WASHINGTON  CORPORATE  CENTRAL 

271.712 

219259 

338 

228.551 

4.854 

218 

65656 

Wl 

WISCONSIN  CORPORATE  CENTRAL 

808.306 

686.092 

3.668 

755.824 

19.041 

500 

67854 

WV 

WEST  VIRGINIA  CORPORATE 

159,667 

148.660 

0 

153289 

2.568 

170 

SUBTOTAL                                       

44,210.830 

36.029.650 

1,245.808 

40,067,641 

764,789 

13.671 

67880 

KS 

U  S  CENTRAL 

27.064.150 

22.703.760 

592.301 

26.268,306 

199.497 

140 

CORPORATE  SYSTEM  TOTAL 

71.274.980 

88.733.410 

1.838,109 

86,368.947 

964286 

13,811 

44 
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Background 


Farty-faar  oorponte  credit  umons  and,  through  corporate,  VS.  Centra 
Qrcdit  Union,  oervennst '  '"^m  nnians  by 

auueptiug  Auiatl>an,£ntiuit  lain  investment,  a  significant  portion 
(more  than  <20  Miiop)  qf  tfaeir  iiianliri »'  onlomed  deposits;  most  of 
these  fimds  are  invested  in  U&  Central,  which  reinvests  them  outside 
the  credit  unian-industly; 

iendingtothan,«Bneeded.£orUqnidlt7purpo8es;  and 
providing  mieiatlng  services,  such  as  the  pnuueaaing  of  share  drafts. 


Key  Findings 


uniAhas  imwin>tetestatatui'y  auUmHy  fui  the  supervision  of  U A  Cen- 

tial  and  titose  ooqxirateB  tfaatare  not  federally  insured. 

Hfgnlations  spedBeaBytaOani  to  m  put  ales  are  insufficient,  but  ncua 

liaspnnwMHl new segidatiBnB.  ' 

'CmpuiatPH  gf  iii'i  al\y  liBW  toirciptal  but  represent  a  high  concentra- 

tion  of  industry  assets. 

Corporates  are  pereeived  as  too  inqiMRant  to  be  allowed  to  fail 

Can  rqxnts  for  corporates  arenotanfDdently  detailed,  and  corporate 

CAMEL  ratings  are  too  often  based  en  judgments  rather  than  quantitative 


Key 
Recommendations 


Restrict  any  oedit  union  and  corporate  credit  union  investments  in 
other  credit  unions  to  those  institutians  that  are  federally  insured. 
Increase  the  capital  of  corporates  and  set  maximum  limits  on 
corporates'  and  VS.  Central's  single  loans  or  investments,  on  the  basis 
of  their  respective  total  assets. 

Obtain  more  complete  information  cm  corporates  for  use  in  assigning  rat- 
ings for  most  CAMEL  compcments. 


Pa«BlM 
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Chapter  6 

Corporate  Credit  Unions  and  U.S.  Central 


Forty-four  corporate'  credit  unions  provide  important  financial  services 
to  thousands  of  natural  person  credit  unions  and  are  cooperatively 
owned  by  their  member  credit  unions.  As  of  June  30,  1990,  federally 
insured  natural  person  credit  unions  had  $20.4  billion,  which  equalled 
about  10  percent  of  these  credit  unions'  total  assets,  invested  in  their 
respective  corporates.  Most  corporates'  assets  are  invested  in  U.S  Cen- 
tral Credit  Union,  which  also  provides  other  financial  services  to  its  42 
corporate  credit  union  members/owners.^  Figure  6.1  illustrates  the  links 
among  these  entities.  (See  fig.  1.1  in  ch.  1  for  a  diagram  of  the  structure 
of  the  credit  union  industry.) 


'Use  of  th«  word  "corporate"  in  this  chapter  does  not  encompass  US  Central,  unless  explidtly 
staled  Forty-three  of  the  44  corporates  report  to  NCUA.  NCUA  does  not  obtain  data  on  one  corpo- 
rate— Central  Credit  Union  Fund.  Inc.  (Massachusetts)— which  is  state  chartered,  not  federally 
tasured.  and  not  a  member  of  VS.  Central  Credit  Umon  Because  this  ennty  does  not  provide  reports 
on  Its  condiuon  and  mcome  to  NCUA,  quantitative  data  on  it  are  not  mduded  m  any  of  the  tables  in 
this  chapter  or  related  narradve. 

^In  addition  to  Central  Credit  Union  Fund.  Int,  one  other  corporate — League  of  IBM  Credit  Unions 
(UCU)— IS  not  a  member  of  VS.  Central 
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FIgura  6.1:  Sarvlcat  Provldad  to  Natural  Parson  Crsdit  Unions  by  U.8.  Cantral  Cradit  Union  and  Corporate  Cradit  Unlona 


U.S.  Cantral  Credit  Union 


i 


44  CoTporate  CradH  Unions* 


14,564  Natural  Person  Credit  Unions 


■Foriyiwo  corporales  are  members  of  U.S.  Central  Credtt  Union 

Source  Corporate  CreOil  Union  Network.  US  Central  Credit  Union.  Overland  Park  Kansas  Januaiy 

1989,  pl^ 

NCUA  has  incomplete  regulatory  and  supervisory  power  over  some  of 
these  institutions  because  of  their  charter  and  share  insurance  status. 
Nevertheless,  ncua  encourages  credit  unions  to  place  unloaned  funds  in 
corporates — 11,458  of  the  13,102  federally  insured  credit  unions 
reported  such  investments  as  of  June  30,  1990.  It  is  probable  that  the 
great  mcgority  of  these  credit  unions  rely  on  ncua's  encouragement  in 
making  these  investments. 

Because  of  ( 1 )  the  high  concentration  of  credit  union  assets  in  their 
respective  corporates,  (2)  the  low  gaap  net  worth  of  the  corporate  net- 
work in  relation  to  its  assets,  and  (3)  the  fact  that  more  than  90  percent 
of  the  aggregate  credit  union  deposits  in  corporates  are  not  federally 
insured  ,xhe  safety  and  soimdness  of  the  entire  industry  clearly  requires 
that  special  attention  be  paid  to  the  safe  and  sound  operation  of  the 
corporates  and  U.S.  Central. 


PaCelSS 


GAO/GGI>«l«  Cnidtt  Uakm 


303 


Ckapccr6 
Cocporate  Cradit  Ub 


tmrndVACtrntnl 


There  is  a  general  perception  that  ncua  would  guarantee  the  financial 
responsibility  of  corporate  credit  unions  because  ncua  officials  have 
indicated  that  they  would  not  permit  a  corporate  to  fail,  regardless  of  its 
charter  or  insurance  status.  This  position  is  understandable  in  bght  of 
the  large  investments  in  corporates  by  federally  insured  natural  person 
credit  unions — about  10  percent  of  their  assets  were  invested  in 
corporates  as  of  June  30, 1990.  However,  we  believe  it  is  not  in  the 
public  interest  that  ncua  should  be  perceived  as  guaranteeing  corporate 
credit  unions'  financial  responsibility.  These  institutions  should  be  main- 
tained in  a  safe  condition  on  a  stand-alone  basis,  without  relying  on  the 
capital  of  their  credit  union  owners  or  to  ncua. 

Changes  are  needed  to  augment  ncua's  currently  incomplete  regulatory 
and  supervisory  authority  over  all  corporates  and  provide  for  more 
carefully  defined  asset  and  liability  powers  and  higher  capital  require- 
ments. We  also  found  that  ncua  has  not  always  used  the  supervisory 
authority  it  does  have  in  the  most  effective  way. 

In  this  chapter  we  first  discuss  corporates'  current  structure,  their 
various  roles,  and  their  financial  condition.  We  then  analyze  ncua's  poli- 
cies and  procedures  regulating  and  supervising  corporates  and  issues 
related  to  their  insurance. 


Structure  of  Corporate 
Credit  Unions 


The  main  financial  operations  of  the  credit  union  industry  are  organized 
in  three  closely  connected  levels.  (See  ch.  1 .)  The  lowest  level  consists  of 
14,664  natural  person  federally  and  privately  insured  credit  unions, 
which  serve  the  financial  needs  of  more  than  55  million  individual  mem- 
bers. On  the  second  level  are  44  corporate  credit  unions,  which  provide 
major  financial  services  to  member  credit  unions.  In  general,  each  corpo- 
rate has  a  field  of  membership  hmited  by  geography  and,  in  most  cases, 
primarily  limited  to  those  credit  unions  in  a  single  state.  On  the  top  level 
is  U.S.  Central  Credit  Union,  which  serves  42  of  the  44  corporates.  Each 
corporate  credit  union  is  cooperatively  owned  by  its  member  credit 
unions  in  proportion  to  their  respective  investments  in  the  corporate's 
total  shares.  U.S.  Central  is  also  cooperatively  owned  principally  by  its 
corporate  members.  Credit  union  leagues  and  organizations  may  also  be 
in  the  corporates'  fields  of  membership;  the  Credit  Union  National  Asso- 
ciation (CUNA)  is  a  member  of  U.S.  Central.  (See  ch.  1  for  a  full  discussion 
b'f  the  industry.) 

The  industry  has  a  large  financial  stake  in  corporates — as  of  June  30, 
1990,  $23.3  billion  of  natural  person  credit  union  funds  were  deposited 
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for  investment  purposes  in  43  reporting  corporates.  Federally  insured 
natural  person  credit  unions  invested  $20.4  biUion  of  this  fund  which 
represents  10.4  percent  of  federally  insured  credit  union  assets.  As  of 
the  same  date,  43  of  the  corporates  had  $20.3  billion — about  77  percent 
of  their  assets — invested  in  U.S.  Central,  which  represents  58  times 
their  combined  $351  million  GAAP  net  worth.  Finally,  U.S.  Central  had 
total  assets — primarily  in  short-term  investments — of  $23.4  billion  sup*- 
ported  by  its  GAAP  net  worth  of  $117  million.' 

Corporate  credit  unions  have  a  diversity  in  chartering  and  share  insur- 
ance status,  as  shown  in  table  6.1.  U.S.  Central  and  those  12  corporates 
that  do  not  have  federal  share  insurance  are  still  subject  to  a  degree  of 
federal  oversight  because  they  are  members  of  ncua's  Central  Liquidity 
Facility.  (See  p.  155.) 

Table  6.1:  Insurance  and  Ctiartar  Statu* 
of  Corporate  Credit  Uniofla,  June  30, 
1990 


Oollars  in  millions 

Provider  of  ahare  inaurance/type  of  charter 

Fadaral/         Federal/         Cooperative/        None/ 
federal              state                    atate          state 

Number  of  corporates 

17                          14                                     4                      8 

Total  asaeti 

$16,754             $4,702                    11,108         $3,736 

Source  various  NCUA  documents  artd  corporate  credit  union  monthly  statements  provided  by  NCUA 

Because  of  the  $100,000  limit  on  share  insurance  for  each  member  at  the 
31  federally  insured  corporates  and  the  lack  of  any  federal  insurance 
for  12  corporates  and  VS.  Central,  most  of  the  deposits  in  corporates 
are  not  federally  backed.  Only  about  $1.1  billion  of  the  $23.3  billion  in 
credit  union  accounts  at  corporates  were  federally  insured  as  of 
June  30, 1990. 

There  is  also  a  wide  range  in  the  size  of  corporates,  as  shown  in  table 
6.2.  The  smaller  corporates  employ  full  time  staffs  of  as  few  as  two  or 
three  people. 


'This  tnformttkm  caine  front  an  unaudited  balance  iheeu  a«  or  June  30, 1980,  of  U£.  Central  Credit 
Unkm  Overland  l>ail(.  Kansas. 
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Table  6S:  Size  Distribution  of  Corporate 
Credit  Unions  as  of  June  30, 1990 


Dollars  in  millions 

Range  of  total  asaat  alze 

Number  of 
coiparates 

Total  assets 

Less  than  $100 

7 

$479 

$100  to  $500 

19 

5.257 

Over  $500 

17 

20.564 

Total 

43 

S26,300 

Soufce:  Coiparale  Credit  Uraon  MonttVy  Statainents  provided  »y  NCUA 

Because  a  high  proportion  of  corporates'  assets — 77  percent  as  of  June 
30, 1990 — are  in  turn  invested  in  shares  and  accounts  at  U.S.  Central 
Credit  Union,  the  safety  and  soundness  of  U.S.  Central  is  of  paramount 
importance.  VS.  Central  is  chartered  under  Kansas  law  and  is  not 
insured. 

VS.  Central  assets  are  concentrated  in  two  major  categories — federal 
funds  sold  (uncollateralized,  unsecured  loans  to  other  depository  institu- 
tions) and  repurchase  agreements  (marketable  securities  purchased 
under  agreements  to  resell  them  at  a  future  date).  The  following  poli- 
cies, published  in  March  1990,  indicated  U.S.  Central's  intention  to 
operate  in  a  safe  jmd  sound  manner. 

Investments  must  be  confmed  to  government  and  highly  rated  private 
sector  debt  obligations. 

Sources  and  uses  of  investment  funds  must  be  matched  in  amount  and 
maturity. 

Loans  to  members  must  be  secured.  Loans  must  be  approved  by  a  credit 
committee  comprised  of  U.S.  Central  members  or  by  duly  appointed  loan 
officers  and  are  subject  to  current  fmandal  analysis,  required  documen- 
tation, and  the  resulting  determination  of  creditworthiness. 


Corporates  and  U.S. 
Central  Have  Multiple 
Roles 


The  asset  and  liability  structure  of  corporate  credit  unions  is  very  dif- 
ferent from  that  of  natural  person  credit  unions  because  of  the  role 
corporates  play.  Corporates  provide  investment,  liquidity,  and  payment 
services  to  member  credit  unions.  These  services  are  comparable  to  the 
correspondent  services  that  large  commercial  banks  provide  to  smaller 
banks.  Corporates  accept  shares  (deposits)  from  member  credit  unions 
'for  investment  They  also  lend  money  to  members  needing  Uquidity  and 
provide  "wholesale"  oi>erating  services  such  as  money  transfer,  share 
draft  (check)  processing,  and  securities  safekeeping. 
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Corporates  Today  Are 
Primarily  Providing 
Investment  Services 


For  the  past  10  years,  natural  person  credit  unions  have  attracted  share 
deposits  from  their  individual  members  well  in  excess  of  the  amounts 
loaned  back  out  to  members.  Thus,  most  credit  unions  have  had  substan- 
tial amounts  of  money  available  for  investment  and  in  the  recent  past, 
borrowing  in  the  aggregate  has  been  very  low.  For  example,  as  of  June 
30, 1990,  the  13,102  federally  insured  natural  person  credit  unions 
reported  about  $178  billion  in  member  savings  and  $124  billion  in  loans 
to  members.  This  excess  of  savings  over  loans,  together  with  the  credit 
unions'  own  net  worth,  financed  about  $62  billion  in  credit  union  invest- 
ments. About  $47  billion  had  a  remaining  maturity  of  less  than  1  year. 
By  contrast,  these  credit  unions  reported  only  about  $1  billion  in  bor- 
rowings evidenced  by  notes  payable.  Of  the  $62  billion  of  investments, 
NCUA  reported  that  about  $20.4  billion  was  deposited  for  investment 
purposes  in  corporates. 


This  relatively  high  liquidity  of  federally  insured  credit  unions  was  in 
turn  reflected  in  the  condition  of  corporates,  whose  members  are  mainly 
credit  unions.  As  of  June  30, 1990,  these  corporates  reported  combined 
shares  of  $23.3  billion  from  their  member  credit  unions  and  total  loans 
of  less  than  $  100  million.  Most  of  the  unloaned  assets  of  corporates  were 
passed  along  in  the  form  of  investments  in  U.S.  Central  Credit  Union. 

Changing  industry  conditions  could  cause  dramatic  changes  in 
corporates'  activities  and  fmancing  that  would  reflect  the  different 
functions  they  were  designed  to  perform.  We  developed  the  following 
hypothetical  example,  which  illustrates  how  corporates  might  operate  in 
a  different  economic  environment,  as  a  framework  for  our  discussion  of 
corporates'  current  condition  and  our  analysis  of  their  regulation  and 
supervision  needs. 


Corporates  Would  Change 
Substantially  if  the 
Industry  Needed  Liquidity 


Natural  person  credit  unions  could  experience  a  decline  in  Uquidity  as  a 
result  of  increased  loans  and/or  share  withdrawals.  To  meet  such  needs, 
they  could  be  expected  first  to  liquidate  their  investments,  including 
deposits  in  their  respective  corporates.  The  effect  on  the  size  of 
corporates  would  be  intensified  because  they  have  been  primarily  acting 
as  repositories  for  credit  unions'  unloaned  funds. 


For  example,  if  natural  person  credit  union  loans  grew  by  about  16  per- 
ceflt,  or  $20  billion  per  year,  and  if  shares  did  not  increase,  credit  unions 
might  finance  this  activity  at  first  by  reducing  their  $62  billion  in  invest- 
ments, including  their  $20.4  billion  of  deposits  in  corporates.  After  3 
years,  both  the  credit  unions'  and  the  corporates'  investment  assets 
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would  shrink  to  near  zero.  (While  the  corporates  would  shrink  accord- 
ingly, the  total  assets  of  the  member  credit  unions  would  not  necessarily 
change — rather,  their  loan  assets  would  increase  as  their  investment 
assets  decrease.) 

Assumirig  corporates  could  pay  out  these  withdrawals  without  exper- 
iencing investment  losses,  they  would  be  greatly  reduced  in  size  but 
remain  very  sound:  their  combined  gaap  net  worth  of  about  $351  million 
should  stay  unchanged  while  assets  would  decrease  by  many  billions  of 
dollars,  resulting  in  a  higher  proportion  of  capital  to  assets. 

If,  to  continue  this  hypothetical  example,  credit  union  liquidity  needs 
continued  to  increase,  corporates  would  begin  to  perform  their  second 
m^r  function — providing  liquidity  to  their  members.  This  would 
require  borrowing  from  outside  the  industry — from  such  private 
sources  as  banks,  brokers,  and  commercial  paper  investors,  and/or  from 
public  sources,  such  as  the  Central  Liquidity  Facility.  (See  ch.  8.)  Just  as 
most  of  the  money  sent  into  corporates  goes  up  to  U.S.  Central  for 
investment,  so  it  is  envisioned  that  U.S.  Central  would  be  the  main  bor- 
rower of  outside  funds  to  meet  industry  liquidity  needs.  U.S.  Central 
extends  lines  of  credit  to  corporates  for  this  purpose.  These  credit  lines 
are  subject  to  semiannual  review  and  reapproval  on  the  basis  of  VS. 
Central's  assessment  of  the  corporates'  safety  and  soundness  of  opera- 
tions. Similarly,  the  corporates  extend  lines  of  credit  to  their  member 
credit  unions. 

In  1989, 10  corporates,  including  U.S.  Central,  said  they  had  arrange- 
ments in  place  with  the  private  sector  to  borrow  in  the  range  of  $8  bil- 
lion to  $10  billion.  U.S.  Central  was  projected  to  borrow  all  but  about 
$900  million  of  this  money.  These  borrowings  could  support  corporate 
loans  to  credit  unions  in  like  amounts.  Whether  the  corporates  could 
actuaUy  borrow  this  much  money,  however,  would  hinge  on  many  fac- 
tors, including  their  capital,  the  perceived  quality  of  their  loans  to  the 
credit  unions,  and  money  market  conditions.' 

The  replacement  of  high  quality  investment  assets  with  a  portfolio  of 
loans  to  credit  unions  would  increase  the  riskiness  of  corporates  because 
the  loans  could  have  both  lower  credit  quality  and  lower  liquidity.  Thus, 


'Ftnanaal  inscituiicca  steking  credit  from  the  marfcetplace  are  nibject  to  a  degree  of  outaMe  diaci- 
pline  regarding  the  adequacy  of  their  capitalizatxxi-  However,  this  discipline  is  not  fully  operative  in 
a  normal  sense  for  corporates  because  ail  of  tiieir  inemUas'  investments  are  uaaidqed  equity.  That, 
in  the  event  of  bankruptcy  or  liqtudaticn.  general  creditors  are  paid  off  fint 
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corporates'  balance  sheets  could  change  relatively  quickly  and  dramati- 
cally if  the  industry  were  to  go  from  having  excess  loanable  funds  to  a 
shortfall  in  loanable  funds. 


Borrowing  by  Ck)rporates 
to  Fund  Member  Loans 


In  chapter  3  we  disctissed  the  inappropriate  additional  risks  that  can  be 
created  if  a  natural  person  credit  union  funds  an  expansion  of  its  loan 
portfolio  by  outside  borrowing.  In  chapter  7  we  will  describe  how 
Increasing  the  liabilities  of  a  credit  union  to  its  general  creditors  has  the 
effect  of  increasing  the  risks  to  ncusif  because  of  the  general  creditors' 
preferred  position  over  ncusif  when  a  credit  union  fails  and  is 
liquidated. 

For  natural  person  credit  unions,  we  have  concluded  that  outside  bor- 
rowing should  not  be  permitted  for  the  purpose  of  loan  expansion 
without  the  prior  approval  of  ncua.  However,  for  corporate  credit 
unions  and  for  U.S.  Central,  a  similar  restriction  would  defeat  one  of 
their  principal  objectives — to  meet  the  liquidity  requirements  of 
member  credit  unions  and,  if  necessary,  fund  such  requirements  by 
outside  borrowing.  We  therefore  bebeve  there  should  not  be  restrictions 
against  borrowing  by  corporate  credit  unions  and  U.S.  Central  for  the 
purpose  of  expanding  loans  to  their  member  credit  unions.  It  is  possible 
that  a  corporate  might  use  borrowed  money  to  make  inappropriate  risky 
investments.  However,  we  believe  this  is  an  issue  best  monitored  by 

NCUA. 


Financial  Ckjndition  of 
Reporting  Ck)rporates 


During  the  1980s,  the  increase  in  corporates'  assets  reflected  industry 
growth  and  the  development  of  the  corporate  system.'  Between 
December  1978  and  December  1987,  total  assets  increased  from  $1.7  bil- 
hon  to  $16.0  billion.  However,  as  shown  in  table  6.3,  their  growth 
between  January  1989  and  June  1990,  accelerated  sharply:  corporate 
assets  increased  by  50  percent,  from  $17.5  billion  to  $26.3  billion.  This 
increase  was  because  of  industry  share  growth  and  the  fact  that  the 
entire  net  increase  in  the  total  of  all  credit  union  investments  is  reflected 
in  the  increase  of  their  investments  in  corporates. 


'Aaea  in  federally  insund  credit  luiiara  grew  from  tSl  bUbon  to  SI66bUl>on  during  this  period 
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Table  6.3:  Combined  AmbU,  Liabilltiei, 
Sharei,  and  Retained  Eaminga  of  43 
Corporate  Credit  Uniona 


Dollars  in  millions 

0M«nbw31,1988 

DM«nb«r31.1989 

June  30, 1990 

Assets 

$17,481 

$21,173 

$26299 

Liabilities 

2.964 

2.763 

2.696 

snares 

14.245 

18.091 

23.250 

Retained  earnings 

272 

319 

351 

Source  Corporate  credil  union  monthly  Btaiements  proviOed  tTy  NCUA 

As  shown  in  table  6.4,  corporate  assets  are  still  heavily  concentrated  in 
investments  (93.2  percent),  especially  in  VS.  Central,  while  loans  to 
member  credit  unions  comprised  less  than  1  percent  of  assets. 


Table  6.4:  CompoaWon  of  Aaaats  of  43  Reporting  Cocporata  CradK  Uniona 

Dollars  in  millions 

Dee«mb6f31.198« 

Dacamber31, 

1989 

June  30, 

1990 

Amount          Parcant 

Amount 

Pafcent 

Amount 

PSffCWIt 

Loans                                                                               $577.2                    33 

$1908 

09 

$969 

04 

Investments                                                                   14.851.0                  85.0 

19246  7 

909 

245286 

93.3 

Federal  agency  securities                                               248.0                    14 

1.215.3 

57 

2.1266 

8.1 

Investments  al  U  S  Central                                        12.845.3                  73.5 

16.374  4 

773 

20.317  1 

77.3 

Omennvestmenis'                                                          1.757  7                    10,1 

1.656.9 

78 

2.0648 

75 

Other  assets"                                                                  2.052.5                  117 

1.735  4 

82 

1.673  8 

64 

Total  aaaeta                                                          $17,480.7               100.0 

$21,172.9 

100.0 

$26,298.9 

100JI 

Note  NumDefs  may  not  adO  due  lo  founding 

"Other  investments  include  US  oovemment  obligations,  deposits  at  commerctal  banks,  nvottments 
witti  Credit  Union  Service  Organizations,  ott^er  credit  unons  shares.  centraJ  bquidity  faolrty  deposits. 
capital izatK>n  deposits  (NCUStf ).  other  caprtaJtzation  and  insurance  funds,  and  aUowances  for  invttsi- 
ment  losses 

'^her  assets  rr>cKx)e  accrued  rrx»me.  larx)  and  buMing.  other  fixed  assets,  and  other  assets  {r\  cafl 
report)  Other  assets  ts  calcutated  by  subtractng  toarts  and  assets  from  total  assets 
Source  Corporate  Credit  Unton  Moothfy  Statements  prov<»ed  by  NCUA 
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C!orporate  GAAP  Capital  Is 
Low  and  the  Special  NCUA 
Regulations  for  Increasing 
Ck)rporate  Capital  Have 
Been  Ineffective 


In  relation  to  assets,  the  gaap  capital  of  corporate  credit  unions  is  lower 
than  that  of  the  natural  person  credit  unions.  The  $351  million  of  gaap 
capital  in  the  43  reporting  corporates  on  June  30, 1990,  was  1.4  percent 
of  their  net  assets.'  This  percentage  had  dropped  from  1 .7  percent  as  of 
December  31, 1989,  because  assets  had  grown  more  rapidly  than  capital 
during  that  period.  Natural  person  credit  unions  had  average  gaap  cap- 
ital to  asset  ratios  of  approximately  7.3  percent  on  June  30, 1990. 


Tabto  6.5:  CapKal-lo-AsMt  Ratioi  of 
Corporate  Credit  Unions 


There  is  no  minimum  capital  requirement  for  corporates;  however,  ncua 
regulations  require  minimum  periodic  credits  to  the  corporates'  capital 
accounts.  Currently,  the  rate  at  which  such  sums  are  to  be  credited 
depends  on  the  ratio  of  capital  to  net  assets.  The  rate  is  decreased  when 
this  ratio  reaches  2  percent.  Table  6.B  shows  that  as  of  June  30, 1990, 
there  were  31  corporates  with  capital  to  asset  ratios  of  less  than  2  per- 
cent, and  they  held  about  86  percent  of  all  corporate  assets.  The  com- 
bined capital  to  asset  ratio  for  all  corporates  was  1 .4  percent,  ncua  said 
this  ratio  for  all  federally  insured  corporates  ranged  from  1 .2  percent  to 
1.5  percent  at  the  end  of  years  1985  through  1989.  The  fact  that  this 
ratio  has  not  been  reached  and  has  been  consistently  below  the  2-per- 
cent level  raises  a  question  as  to  whether  the  rate  of  required  reserving 
has  been  high  enough.  A  review  of  the  history  of  ncua's  regulation  of 
corporates'  reserves  shows  that  this  low  ratio  has  been  a  problem  for 
many  years. 


Number  ol  corporate*  and  percentage  of 
net  corporate  aaaet* 


Inatltutions'  OAAP  capital  aa  a 
of  aaaeta 


December  31 . 1 989 
Number      Percent 


June  30. 1990 
Number      Percent 


Less  than  1  percent 


13.9 


10.2 


1  percent  to  less  than  2  percent 


16 


634 


23 


75.7 


2  percent  to  less  tnan  3  percent 


17 


22.7 


14.1 


More  than  3  percent 


Note  In  accorcJance  with  NCUA's  regulation.  CLF  stock  suOscnptKMis  and  reverse  repurchase  transac- 
tions through  u  S  Central  Credit  Union  were  deleted  trom  total  assets  t)etore  calculating  this  ratio 


Source  Varnus  NCUA  documents 


'In  considenng  capital  adequacy.  NCUA  cnnpam  GAAP  capital  to  the  corporates  net  assets.  Net 
assets  an  total  assets  minus  two  special  types  of  assets — stock  of  the  Central  Liquidity  Facility 
owned  by  the  corporate  and  securtUes  purchased  from  members  that  have  been  mold  to  US.  Central 
under  reverK  repurchase  tnnaaciions- 
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u;^^^/.  r^r■T^nratt^  CstTtitai      In  1977,  ncua  established  a  special  reserving  requirement  for  corporate 
Historic  OOrpordLC  \,Ayiuu      ^_^^^  wior\s.  This  special  requirement  was  established,  according  to 

NCUA,  because  the  reserving  requirements  that  had  been  in  effect  for  all 
insured  credit  unions  had  not  been  successful  in  building  the  capital  of 
corporates.  Reserving  had  been  based  on  an  ncua  defmition  of  risk 
assets  which,  when  applied  to  corporates,  resulted  in  their  having  virtu- 
ally no  risk  assets.  Thus,  ncua  believed  the  amounts  required  to  be 
added  to  corporate  coital  were  too  low  to  increase  the  corporates'  small 
coital  base.  As  a  result,  ncua  set  a  special  reserving  requirement  for 
corporates  at  2  percent  of  the  corporate's  gross  earnings  that  was  to  be 
added  to  the  corporate  reserve  until  the  reserve  equalled  1.6  percent  of 
total  assets. 

In  1984,  ncua  changed  this  requirement  in  two  ways.  It 

•  required  additions  to  reserves  to  be  based  on  a  percentage  of  the  corpo- 
rate's average  assets  rather  than  on  its  gross  income;  and 

•  required  additions  to  reserves  until  the  reserve  and  undivided  earnings 
equalled  4  percent  of  assets,  net  of  certain  items. 

In  commenting  on  these  changes  ncua  noted  that  the  reserves  to  net 
asset  ratio  for  federally  insured  corporates  had  actually  declined  from 
1.1  percent  in  1979  to  1.0  percent  in  1983.  ncua  attributed  this  lack  of 
progress  to  the  high  rate  of  corporate  asset  growth  during  that  period. 
NCUA  also  observed  that  "While  deregulation  offers  expanded  opportuni 
ties  it  also  increases  competition  and  risk  to  all  fmandal  iiwtitutions." 
Becaase  these  changes  ". . .  highlighted  the  need  for  all  flnandal  institu- 
tions to  have  strong  reserves"  and  because  of  ". . .  the  financial  record 
of  the  corporate  credit  unions,"  ncua  said  that  a  level  of  reserves  higher 
than  the  previous  1.6  percent  was  warranted. 

It  is  important  to  note  that  the  regulation  did  not  and  does  not  actually 
require  corporates  to  have  a  4-percent  reserve.  However,  the  regulation 
does  require  additions  to  reserves  unless  and  until  the  4-percent  level  is 
reached.  Therefore,  the  me  at  which  additions  to  the  reserve  are  speci- 
fied' has  a  significant  bearing  on  how  long  a  corporate  takes  to  reach  th( 
4-percent  level.  Unfortunately,  the  current  rate,  adopted  in  1984,  has 
not  resulted  in  significant  improvements  in  corporates'  capital  ratios. 


*Since  1984.  idditiom  to  corponte  reserres  haw  been  raquind  it  two  different  ■imualned  r 
depending  upon  the  level  of  the  corporaic's  capital.  Thoe  rata  ire 

0.16  percent  of  average  dally  aaaets  If  the  capital  ratio  is  leas  than  2  percent,  and 
0.1  percent  If  tJie  capital  ratio  is  from  2  percent  to  4  percoiL 


Pace  14T  GAO/OGD«l-U  Ovdtt  Uaioa 


312 


Coiponis  Cndtt  Uaka*  aad  DA  Ccatnl 


This  is  partly  because  continued  corporate  asset  gi-owth  has  prevented 
improvement,  just  as  it  had  in  previous  years.  As  of  June  30, 1990,  the 
ratio  of  the  43  corporates'  combined  capital  (corporate  reserve  plus 
undivided  earnings)  to  net  assets  was  1 .4  percent,  and  the  ratio  of 
reserves  only  to  net  assets  was  1.1  percent. 

We  acknowledge  that  the  capital  ratio  of  corporates  would  automati- 
cally improve  if  they  shrank  significantly.  This  reduction  in  size  would 
happen  if  member  credit  unions  were  to  liquidate  a  large  amount  of 
their  investments  in  corporates  for  any  reason,  such  as  a  need  for  cash 
to  meet  increased  loan  demand  or  share  withdrawals  or  simply  a  deci- 
sion to  invest  elsewhere.  On  the  other  hand,  corporates  might  continue 
their  growth,  which  would  result  in  a  continuing  low  capital  ratio. 
Assuming  corporates  stayed  the  same  size,  however,  the  required  rate 
for  additions  to  reserves  is  clearly  low.  For  example,  if  a  corporate's 
capital  ratio  were  2  percent,  at  the  required  0. 1  percent  annual  addition, 
it  would  take  about  20  years  to  reach  the  4-percent  level. 

On  March  21, 1991,  ncua  issued  for  comment  new  regulations  for 
corporates,  including  new  reserving  arrangements.  A  four-tiered  system 
for  additions  to  reserves  was  proposed.  The  first  three  tiers  specify  the 
rates  of  required  additions  to  reserves,  based  on  the  relationship  of 
existing  reserves  to  total  assets,  as  follows: 

"(a)When  the  total  of  the  corporate  credit  union's  corporate  reserve  and  undivided 
earnings  is  less  than  I  percent  of  net  assets,  a  corporate  credit  union  shall  set  aside 
an  amount  equal  to  .0020  times  the  corporate  credit  union's  average  daily  assets  for 
the  transfer  period  times  the  number  of  days  in  the  period  divided  by  366;  then 

"(b)The  corporate  credit  union  shall  set  aside  an  amount  equal  to  .0016  times  the 
corporate  credit  union's  average  daily  assets  for  the  transfer  period  times  the 
number  of  days  in  the  transfer  period  divided  by  366  until  the  earnings  from  the 
reserves  and  undivided  earnings  plus  fee  income  are  equal  to  the  corporate  credit 
union's  operating  expenses  and  required  reserve  transfers;  then 

"(c)The  corporate  credit  union  shall  set  aside  an  amount  equal  to  .0010  times  the 
corporate  credit  union's  average  daily  assets  for  the  transfer  period  times  the 
number  of  days  in  the  period  divided  by  366  until  such  time  that  the  corporate 
credit  union's  capital  shall  equal  6  percent  of  the  corporate  credit  union's  net 
assets." 

Ref^ilar  additions  to  reserves  imder  these  first  three  tiers  of  the  pro- 
posed system  will  be  required  until  a  capital  to  net  asset  ratio  of  6  per- 
cent, rather  than  the  present  maximum  4  percent,  is  reached.  However, 
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the  increased  annual  rate  of  reserving  is  not  a  major  improvement.  One 
NCUA  offidal,  in  fact,  told  us  a  1-percent  capital  ratio  may  be  adequate. 
The  official  said  he  is  not  concerned  about  the  low  level  of  capital  or  the 
low  rate  of  additions  to  reserves  because  corporates  are  not  taking  high 
risks.  As  an  example,  he  dted  their  practice  of  matching  the  maturities 
of  assets  and  liabilities.  We  do  not  fully  agree  with  this  view. 

The  fourth  tier  of  reserving  requirements  intends  to  address  corporates' 
need  to  break  even  financially  when  providing  services  other  than  the 
traditional  activities  of  lending,  investment,  and  cash  delivery. 
Reserving  is  required,  in  addition  to  that  provided  in  the  first  three 
tiers,  in  an  amount  that  equals  any  operating  losses  experienced  in  non- 
traditional  activities.  (The  requirement  does  not  apply  if  the  service  has 
been  offered  for  less  than  2  years.)  We  believe  this  is  a  positive  step 
because  it  is  an  attempt  to  supplement  corporates'  capital  in  recognition 
of  the  increased  risk  posed  by  nontraditional  corporate  activity. 
Whether  the  amount  of  extra  reserving  would  compensate  fully  for 
increased  risk  is  not  known.  Moreover,  we  believe  it  would  not  relieve 
NCUA  of  the  responsibility  to  very  carefully  monitor  any  departures  by 
the  corporates  from  their  routine  services. 

In  our  discussions  regarding  the  capital  adequacy  of  corporates,  ncua's 
emphasis  has  been  on  high  asset  quality  and  low  interest  rate  risks,  and 
we  have  generally  agreed  with  this.  However,  there  is  another  element 
of  risk  that  needs  to  be  allowed  for — management  risk.  In  gao's  report 
on  the  government's  risk  exposure  in  government-sponsored  enter- 
prises,' we  defined  management  (and  operations)  risk  as  the  potential 
for  losses  resulting  from  the  decisions  or  indecisiveness  of  a  company's 
managers.  Generally,  managers  can  expose  their  firms  to  losses  through 
incompetence,  inadequate  planning,  poor  internal  controls,  risky  busi- 
ness strategies,  fraud  and  negbgence,  and  other  forms  of  mismanage- 
ment. Corporate  credit  unions,  like  all  enterprises,  have  such  risks,  and 
capital  is  needed  to  support  them. 

There  are  high  concentrations  of  credit  union  investments  in  their 
corporates,  of  corporate  investments  in  U.S.  Central,  and  of  U.S.  Central 
investments  in  a  small  number  of  private  sector  debtors.  The  quality  of 
this  investment  operation  is  apparently  very  high.  However,  we  ques- 
tion whether  it  is  prudent  to  judge  the  adequacy  of  corporate  capital 
Bsing  such  standards  as  the  risk-based  ones  now  used  for  traditional 


*Goveiiuiiau.Sp<»BOK«l  BttutiiucA.  The  Gontiiuiitnt's  Enwaure  to  Rialo  (GAO/GGD-BO-97, 
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commercial  banks.  This  is  especially  true  when  such  standards  do  not 
allow  for  management  risk  and  when  the  safety  of  the  entire  industry, 
not  just  one  or  a  few  entities — however  large — is  at  stake. 

In  ch^ter  3  we  recommended  that  a  change  be  made  in  the  maximum 
amount  a  credit  union  can  lend  to  or  invest  in  a  single  obligor.  We  said 
this  limit  should  not  apply  to  loans  or  investments  between  corporates 
and  their  respective  credit  imion  members,  or  between  corporates  and 
U.S.  Central.  However,  we  believe  the  limit — 1  percent  of  total  assets — 
should  apply  to  other  loans  and  investments  made  by  corporates  and 
VS.  Central,  and  the  ncua  Board  should  not  be  authorized  to  make 
exceptions  to  this  restriction,  as  it  now  can  under  the  provisions  of  12 
use  1766(a). 

It  is  significant  that  the  proposed  regulations  authorize  a  new  type  of 
corporate  share  account.  It  will  be  named  membership  capital  share 
deposit  (HCSD)  and  counted  as  part  of  capital,  mcsds  are  defined  as  sub- 
ordinated share  accounts  that 

"(1)  are  established,  at  a  minimum  as  12-month  notice  accounts. . .;  (2)  are  limited  to 
members;  (3)  are  not  subject  to  share  insurance  coverage  by  the  National  Credit 
Union  Share  Insurance  Fund  (NCUSIF)  or  other  deposit  insurers  whose  claims  are 
subrogated  to  the  assets  of  the  credit  union;  and  (4)  in  the  event  of  liquidation,  are 
payable  only  after  satisfaction  of  all  other  claims  against  the  liquidation  estate, 
including  claims  of  uninsured  shareholders  and  the  NCUSIF." 

Because  mcsds  are  not  insured  and  are  subordinated  in  liquidation  to  all 
other  claims,  they  appear  to  be  an  acceptable  component  of  the  corpo- 
rate's  capital.  However,  mcsds  should  not,  in  our  opinion,  be  considered 
as  a  permanent  substitute  for  a  corporate's  "core  capital"  because  losses 
on  MCSDS  would  directly  affect  the  capital  of  member  credit  unions  that 
held  such  investments. 

The  current  rate  of  required  reserving  based  on  average  corporate 
assets  is  low  and  the  present  rate  has  not  resulted  in  federally  insured 
corporates'  meeting  the  historic  4-percent  target  capital  to  net  asset 
ratio.  In  fact,  the  ratio,  on  average,  has  remained  below  2  percent,  with 
no  improvements  in  the  past  several  years.  It  is  not  clear  whether  the 
proposed  rates  of  reserving  will  be  a  sufficient  improvement.  We  do  not 
kpow  what  the  capital  requirement  should  ultimately  be.  However,  we 
believe  the  reserving  requirement  should  cause  capital  to  increase  from 
current  levels  to  the  required  level  in  a  reasonable  period  of  years.  Until 
such  time  as  a  risk-based  minimum  level  is  set,  a  minimimi  level  based 
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on  assets  should  be  established  and  the  rate  of  reserving  should  be 
increased  beyond  what  has  been  proposed  by  ncua.  An  arrangement 
such  as  the  proposed  membership  coital  share  deposits  would  be  a 
useful  way  to  augment  corporate  capital  until  such  time  as  adequate 
reserves  could  be  achieved  through  the  traditional  process. 


NCUA  Lacks  Complete 
Authority  to  Regulate 
Nonfederally  Insured 
Corporates 


A  significant  portion  of  credit  union  assets  is  invested  in  corporates,  and 
corporates  reinvest  most  of  these  funds  in  VS.  Central,  ncua  encourages 
this  practice.'  We  therefore  believe  it  is  essential  that  corporates  be  reg- 
ulated and  supervised  carefully. 

NCUA  authority  to  regulate  corporate  credit  unions  depends  on  their 
charter,  insurance  status,  and  membership  in  the  Central  Liquidity 
Facility  (CLF).  (See  p.  153.)  Under  the  Federal  Credit  Union  Act  (fcua), 
there  is  no  question  of  ncua's  authority  to  regulate  federally  chartered 
corporates.  Under  the  general  rule  making  authority  provided  by  the 
act,  federally  chartered  corporates  must  follow  the  regulations  appU- 
cable  to  all  federally  chartered  credit  unions  except  when  ncua  chooses 
to  issue  regulations  spedfically  for  corporates.  Under  the  share  insur- 
ance provisions,  ncua  is  empowered  to  regulate  all  federally  insured 
credit  unions  and  therefore  corporates.  However,  the  law  further  says 
that  state  reports  should  be  used  where  possible,  ncua  has  issued  one 
special  regulation  applicable  to  all  federally  insured  corporates — the 
reserving  requirement  discussed  on  page  147. 

The  act  also  gives  ncua  the  authority  to  prescribe  rules  and  regulations 
for  CLF  agent  members,  which  are  corporate  credit  unions.  The  law  pro- 
vides that  agent  members  must  agree  "...  to  comply  with  rules  and 
regulations  the  Board  shall  prescribe  . . .  (and)  to  submit  to  the  supervi- 
sion of  the  Board  which  shall  include,  but  not  be  limited  to,  reporting 
requirements  and  periodic  unrestricted  examinations."  However,  ncua 
has  not  elected  to  issue  any  regulations  based  on  this  authority,  nor  does 
this  authority  provide  for  any  enforcement  powers. 

*Tt»  E««nuner«  Guide  mm: 

"It  has  been,  and  wiU  contiiuK  to  be,  the  pobcy  of  the  National  Credit  Union  Adnuniitntlon  not  to 
take  exception  to  the  amount  of  funds  Diveaed  by  aedit  uniara  m  oxporate  a«dit  umanc  TMi  im 
because  of 

(ITThe  downscreain  divenlfiotion  of  the  corponte  systsn, 

(21The  ooaence  of  Corponte  Slandaids  and  Guidelines,  and 

OTThe  high  degree  of  supervisian  givtn  to  the  ootporate  system  by  the  NCUA  and  state  npiiaum.' 
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The  42  VS.  Central  corporate  members  and  U.S.  Central  (the  corporate 
network)  have  developed  a  set  of  standards  to  regulate  corporate 
activity.  Standards  &  Guidelines  is  a  set  of  self-regulating  procedures 
related  to  investments,  which  has  been  adopted  by  all  members  of  the 
corporate  network.  There  is  a  Standards  and  Guidelines  Committee, 
which  is  an  advisory  committee  to  the  U.S.  Central  Board  of  Directors, 
made  up  of  five  members  drawn  from  corporate  credit  unions.  This  com- 
mittee advises  and  makes  recommendations  to  the  U.S.  Central  Board 
concerning  the  operation  and  administration  of  the  standards  and 
guidelines. 

NCUA  has  proposed  special  regulations  applicable  to  all  federally  insured 
corporates.  These  regulations  cover  a  number  of  areas,  including  invest- 
ments, asset-liability  management,  capital  reserving,  borrowing,  and 
development  of  a  strategic  plan.  We  encourage  ncua  in  its  effort  to 
develop  these  special  regulations.  Our  concerns  with  the  present  situa- 
tion are  set  forth  below. 


Capital 


In  principle,  we  believe  it  would  be  desirable  for  ncua  to  establish  a  min- 
imum capital  standard  for  corporates.  Currently,  there  is  no  such  min- 
imum. Because  the  nature  of  a  corporate's  assets  can  change  so 
fundamentally  from  low  risk  investments  to  higher  risk  loans,  it  would 
be  difficult  to  justify  a  fixed  minimum  standard  unless  it  were  risk- 
based.  The  difficulty  in  setting  a  minimum  is  increased  because  the  total 
amount  of  a  corporate's  assets  can  change  relatively  suddenly — a  corpo- 
rate that  has  achieved  a  minimum  capital  level  at  a  given  time  could 
then  experience  asset  growth  too  rapid  for  capital  growth  to  match. 


Investments  eind  Loans 


Because  corporate  credit  unions  presently  serve  their  credit  union  mem- 
bers by  accepting  and  investing  a  significant  portion  of  their  unloaned 
funds,  regulations  concerning  investments  are  particularly  critical.  Fed- 
eral credit  union  regulations  generally  limit  investments  to  deposits  in  or 
securities  of  government  entities,  federally  insured  entities,  other  credit 
unions,  repurchase  transactions,  and  U.S.  Central.  (See  ch.  3.)  State  laws 
and  regulations  governing  state-chartered  corporates  are  in  some  cases 
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broader.'"  For  example,  a  1986  study  prepared  by  cuna  said  that  Con- 
necticut state  law  permits  a  corporate  to  invest  in  equity  securities  of 
banks,  their  holding  companies,  certain  corporations,  and  in  the  stock  of 
public  utilities  and  investment  companies  within  certain  limits.  In  Iowa, 
a  corporate  reportedly  can  invest  in  venture  capital  funds  or  obtain  an 
equity  interest  in  small  businesses  within  the  state — limited  to  5  percent 
of  its  assets. 

We  have  noted  that  corporates'  assets  are  now  primarily  invested  in 
U.S.  Central.  VS.  Central  has  invested  these  funds  primarily  in  federal 
funds"  in  a  limited  number  of  leading  international  banks  and  in  securi- 
ties purchased  from  a  limited  number  of  dealers  under  agreements  to 
resell.  We  are  concerned  about  high  and  potentially  high  concentrations 
of  investments  that  may  be  made  in  single  obligors  other  than  credit 
union  organizations  and  the  VS.  government  The  combination  of  the 
relatively  low  capital  of  corporates  and  the  large  investments  they  make 
can  result  in  risk  exposures  to  single  obligors  that  are  many  times  the 
corporate's  gaap  net  worth. 

We  have  noted  that  the  balance  sheets  of  VS.  Central  and  the 
corporates  would  change  dramatically  if  they  were  called  upon  to  per- 
form their  liquidity  lending  function.  In  chapter  3  we  discussed  the  pre- 
sent limits  on  loans  to  one  obligor  and  the  need  for  these  limits  to  be 
lowered  to  no  more  than  1  percent  of  assets.  In  the  case  of  corporate 
credit  unions  and  VS.  Central,  such  a  limit  might  restrict  them  from 
meeting  member  credit  union  liquidity  needs.  Accordingly,  it  would  be 
appropriate  to  provide  ncua  with  the  power  to  authorize  a  higher 
lending  limit  on  a  loan-by-loan  basis. 


Relationships  With  There  is  also  risk  relating  to  financial  transactions  between  and  among 

Leagues  corporates  and  members  that  are  not  credit  unions,  specifically  credit 

union  leagues.  The  history  of  corporate  credit  unions  is  closely  inter- 
woven with  the  credit  union  trade  associations,  known  as  credit  union 
leagues.  (See  ch.  1.)  Today  there  are  varying  degrees  of  integration  of 


'"NCUA  does  not  conpile  dau  or  the  state  laws  and  re^ulatutB  apptacabte  to  si«te<hanered 
corporates  and  neither  does  the  National  Association  of  Slate  Credjl  Union  Supervisors  The  moat 
recent  comprehensive  report  of  state  laws  and  regulations  applicable  to  all  types  of  credit  unions  < 
Issued  m  1986  by  CUNA  The  digest  said  there  were  no  credit  uiuon  laws  at  that  tune  in  three 
ftfd  the  Distnct  of  Columbia  Comparative  Di»est  of  Credit  Union  Acts.  Credit  Union  National 
ation  (Madison.  Waconaui  December  1985),  p.  ii 

' '  Federal  funds  transactions  are  uncoUateraliied.  uninsured  loans  from  one  depository  uatituoon  to 
another 
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corporates  with  their  respective  leagues.  Some  corporates  include  asso- 
ciated leagues  in  their  field  of  membership,  share  boards  of  directors 
and  management,  and  conduct  fmandal  transactions  with  each  other. 
Other  corporates  have  excluded  leagues  from  their  field  of  membership 
and  therefore  have  no  financial  transactions  with  them,  ncua  rules  and 
regulations  do  not  explicitly  prohibit  overl^ping  boards,  nor  do  they 
prohibit  financial  transactions  between  these  entities. 

NCUA  has  recognized  that  corporates'  relationships  with  leagues  can 
create  difficulties.  In  1981,  problems  developed  when  corporate  credit 
unions  shared  the  same  management  with  their  respective  leagues  and 
league  service  centers.  These  problems  were  described  in  an  action 
memo  from  ncua  staff  to  the  ncua  Board.  We  were  told  by  some  ncua 
regional  directors  that  corporate  credit  union  loans  to  leagues  and  their 
affiliates  continued  to  be  an  "overriding  concern"  and  that  there  should 
be  a  ban  on  financial  transactions  between  corporates  and  leagues  and 
their  affiliates.  We  agree  with  this  position  because  we  believe  the 
resources  of  a  corporate,  which  are  derived  from  its  member  credit 
unions,  should  not  be  put  at  the  disposal  of  a  trade  association  for  its 
own  activities. 

The  NCUA-approved  bylaws  for  corporate  federal  credit  unions,  effective 
March  1983,  prohibit  any  corporate  board  member  from  participating  in 
corporate  discussions  affecting  any  entity  in  which  he/she  has  an 
interest.  Since  1985,  ncua  guidelines  on  corporate  examinations  have 
required  a  review  of  the  independence  of  a  corporate's  board  from  a 
league  or  other  organization.  Ebcaminers  are  to  give  special  attention  to 
agreements  and  contracts  between  a  corporate  and  another  credit  union 
or  league.  The  revised  October  1989  guidelines  specify  that  any  adverse 
effects  from  such  agreements  are  to  be  commented  on,  with  notification 
to  the  NCUA  regional  office.  Ebcaminers  noted  problems  with  the  relations 
between  three  state-chartered  corporates  and  leagues  in  the  sample  of 
nine  corporates  we  reviewed. 

In  March  1991,  ncua  proposed  a  new  set  of  regulations  for  corporate 
credit  unions.  One  regulation  would  prohibit  corporate  board  members 
from  participating  in  discussions  affecting  any  entity  in  which  they 
have  an  interest.  It  would  apply  to  all  federally  insured  corporates.  We 
support  the  proposed  regulation  and  believe  it  would  be  a  positive  step 
toward  limiting  conflicts  of  interest. 
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Supervision  of 
Corporate  Credit 
Unions 


NCUA  is  the  sole  supervisor  of  corporates  with  federal  charters  (17)  and 
has  shared  supervisory  power  with  state  regulators  over  federally 
insured  state  corporates  (14).  ncua's  only  supervisory  (but  not  enforce- 
ment) authority  over  the  nonfederally  insured  corporates  and  VS.  Cen- 
tral is  through  their  membership  in  the  cxr,  which  is  voluntary. 
However,  according  to  ncua  offlcials  43  of  the  corporates  and  U.S.  Cen- 
tral have  agreed  to  be  examined  by  ncua,  and  the  corporates  have 
agreed  to  submit  monthly  call  reports  to  VS.  Central,  which  in  turn  pro- 
vides them  to  NCUA. 


Over  the  past  few  years,  ncua  has  made  efforts  to  improve  the  oversight 
of  corporate  credit  unions.  Since  1986,  it  has  trained  special  examiners 
for  the  corporates,  updated  its  guidance  to  examiners,  aimually 
examined  43  of  the  44  corporates  plus  U.S.  Central,  and  developed  and 
implemented  a  monthly  reporting  system.  The  special  examiners  report 
to  the  six  regional  directors.  A  small  headquarters  staff  provides  some 
oversight  and  reviews  the  examinations. 

As  discussed  below,  in  the  course  of  our  review,  we  found  that  ncua 
does  not  have  sufficient  authority  to  regulate  corporates  and  that  it  has 
not  fully  utilized  the  authority  it  does  have.  We  are  also  concerned  that 
NCUA  delegates  responsibility  for  supervision  of  the  corporates  to  the 
regional  offices,  that  it  does  not  assign  objectively  determined  condition 
ratings  to  corporates,  and  that  it  does  not  use  enforcement  actions  when 
needed  improvements  are  not  made. 


Oversight 


As  noted,  ncua  has  been  conducting  annual  on-site  examinations  of  43 
corporates  plus  U.S.  Central.  Federally  chartered  corporates  are 
examined  by  ncua  corporate  examiners;  federally  insured  state- 
chartered  corporates  are  examined  jointly  by  ncua  and  state  examiners. 
Nonfederally  insured  corporates  are  subject  to  clf  reviews,  which  are 
also  conducted  by  ncua  corporate  and  state  examiners.  For  all  corporate 
examinations  ncua  uses  the  same  selection  of  core  workpapers'^  and 
similar  processes.''  (See  ch.  4.)  ncua  also  has  asked  examiners  or  experts 


'^Coreworkpapenarv  the  base  documents  used  t^  examiners  in  their  reviews  ind  exvnmations  of 
corportle^  NCUA  has  designated  certain  workpapers  as  mandatory  and  others  as  optional  and  per- 
mits exanuners  to  desgn  other  workpapers  as  needed 

'^The  corpormte  reviews  and  examinations  for  federally  chartered  and  state-chartered  institiitians 
generally  follow  the  same  process.  The  significaju  distinctions  are  that  reviews  of  state<hartered 
corpofates  are  conducted  jointly  with  the  slate  examiners,  the  exainmaxion  report  is  issued  tiy  the 
state  regulatory  authority  and  not  NCUA  and  any  foUow-up  of  adnuiustrative  actjons  a  done  by  the 
state  regulator. 
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from  the  Office  of  the  Comptroller  of  the  Currency  and  the  Federal 
Reserve  to  participate  from  time  to  time  in  the  examinations  of  U.S.  Cen- 
tral Credit  Union. 

Until  recently,  ncua  has  not  had  reliable  and  current  data  that  could  be 
used  to  evaluate  corporate  condition  and  performance,  despite  their  key 
role  in  the  credit  union  industry.  Prior  to  late  1988,  corporates  com- 
pleting condition  and  income  reports  used  the  same  form  developed  for 
natural  person  credit  unions,  which  did  not  capture  appropriate  data. 
NCUA  officials  advised  us  not  to  use  those  submissions  because  of  inaccu- 
racies. A  special  form — the  Corporate  Credit  Union  Monthly  Statement 
(Form  5310) — was  developed  for  corporates  and  is  now  completed 
monthly  by  43  of  the  corporates  but  not  U.S.  Central.  U.S.  Central  sub- 
mits a  standard  financial  statement.  E^ach  of  the  43  corporates  submits  a 
completed  form  to  US.  Central,  which  reviews  the  forms  and  sends 
them  to  NCUA.  During  the  course  of  our  study,  ncua  began  compiling  a 
monthly  report  of  aggregate  statistics  on  corporates. 

These  improvements  are  noteworthy,  but  we  have  three  continuing  con- 
cerns with  the  oversight  and  supervision  of  corporates.  F^t,  the  vola- 
tile nature  of  corporate  financial  operations,  with  substantial  and 
frequent  inflows  and  outflows  of  both  investments  and  member  shares, 
makes  possible  rapid  changes  in  corporates'  risk  position  that  can 
escape  ncua's  immediate  attention.  For  example,  a  corporate  could  spec- 
ulate on  money  market  rates  by  temporarily  investing  in  large  amounts 
of  long-term  government  bonds.  Such  transactions  might  not  become 
apparent  to  ncua  for  an  extended  period.  For  this  reason,  we  believe 
NCUA  should  arrange  for  more  prompt  access  to  the  corporates'  financial 
operations. 

Second,  we  are  not  satisfied  that  the  financial  information  reported  by 
corporates  is  sufficiently  detailed  to  permit  an  analysis  of  the  safety  and 
soundness  of  their  activities.  In  the  above  example,  if  the  corporate 
invested  a  3-year  share  certificate  in  30-year  bonds,  the  substantial 
interest  rate  risk  would  not  be  identifiable  in  its  monthly  financial 
reports. 

Third,  we  believe  responsibility  for  the  oversight  and  supervision  of 
corporates  should  not  be  delegated  to  regional  directors.  Corporates  are 
crucially  imjMrtant  to  the  soundness  of  the  industry,  their  activities 
require  specialized  expertise  to  evaluate,  and  their  number  is  small 
enough  to  permit  and  favor  the  central  development  and  application  of 
supervisory  policy.  However,  because  the  regional  directors  are  familiar 
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with  local  conditions,  corporates'  credit  union  members,  and  state 
leagues,  it  is  assumed  that  the  directors  would  participate  in  the  super- 
visory process. 


Examination  and 
Elnforcement 


To  test  the  effectiveness  of  ncua  supervision,  we  selected  a  judgmental 
sample  of  nine  corporates,  including  federally  chartered,  state-chartered 
and  federally  insured,  and  privately  and  noninsured  associations, 
ranging  in  asset  size  from  S70  million  to  about  $6  billion  as  of  June  30, 
1990.  The  nine  corporates  were  geographically  dispersed  throughout  the 
country.  We  also  included  U.S.  Central  in  our  sample  because  of  its 
unique  position  in  the  industry.  We  reviewed  the  two  most  recent  exami- 
nations of  each  corporate  available  as  of  November  1989.  Nearly  all 
examinations  were  issued  in  1988  and  1989.  We  reviewed  subsequent 
examinations  of  each  corporate  to  identify  any  changes  in  noted 
deficiencies. 

We  found  that  in  some  fundamental  areas,  notably  wire  transfer 
arrangements  and  credit  file  documentation,  corporates  did  not  follow 
examiner  recommendations  and  did  not  always  correct  examiner-identi- 
fied deficiencies. 


Uncorrected  Deficiencies 
Continue 


Although  our  review  found  numerous  uncorrected  deficiencies  in  wire 
transfer  security  at  corporates,  these  institutions  have  not — to  date — 
sustained  any  known  losses  in  this  area.  Nonetheless,  the  deficiencies 
present  the  potential  for  serious  problems  because  fraud  in  wire 
transfer  can  be  in  very  large  amounts. 

NCUA  examiners  review  the  wire  transfer  policies  and  practices  at 
corporates  as  part  of  the  annual  corporate  examination.  The  most  fre- 
quent violations  identified  by  ncua  examiners  in  the  nine  corporates  we 
reviewed  are  described  below. 

Inadequate  security  training  or  practices  was  noted  at  all  nine 

corporates. 

Failure  to  maintain  adequate  records  of  transactions  was  noted  at  six 

corporates. 

Inadequate  or  nonexistent  written  procedures  governing  wire  transfer 

activities  were  noted  at  all  nine  corporates. 


PaaclST 


SAO/aiHMl-as  CniH  Vwltm  I 


322 


rl 
Coiponte  Cndit  Unloa*  and  VA  Ccnml 


While  corrective  actions  were  taken  at  some  corporates,  we  are  con- 
cerned that  at  seven  of  the  nine  corporates  in  the  sample,  examiners 
identified  uncorrected  or  new  deficiencies  in  these  areas. 

The  NCUA  guidance  to  corporate  examiners  acknowledges  that  some 
corporates  have  dif  Acuities  in  meeting  the  security  requirements  of  the 
wire  transfer  security.  "Many  corporates  do  not  have  sufficient  per- 
sonnel to  provide  for  optimal  internal  controls,  but  often  the  controls 
can  be  improved  dramatically  by  relatively  minor  changes  in  the  corpo- 
rate's  procedures.""  The  guide  further  urges  the  examiner  to  (1)  ensure 
that  procedures  are  in  place  to  ensure  the  corporate  performance  of 
daily  reconciliations  of  wire  traifsfer  transactions,  (2)  use  the  wire 
transfer  questionnaire  in  the  ncua  examination  workpapers,  and  (3) 
treat  areas  of  material  weaknesses  with  concern. 

We  have  noted  that  credit  unions  during  the  1980s  did  not  often  need  to 
borrow  money  from  their  corporates  or  from  other  outside  sources.  Nev- 
ertheless, many  credit  unions  established  lines  of  credit  at  their 
corporates,  and  corporates  therefore  needed  to  create  and  maintain 
credit  files.  Our  review  of  the  examinations  of  the  nine  corporates  in  our 
sample  showed  that  they  were  not  maintaining  complete  and  timely 
credit  files  on  the  lines  of  credit  (and  loans)  they  extended  to  their 
members. 

Gathering  financial  information  is  a  fundamental  element  of  credit 
administration.  Accurate  and  timely  financial  data  are  a  prerequisite  for 
prudent  lending  decisions,  ncua's  Ebcaminer's  Guide  and  the  relevant 
examination  workpapers  require  the  examiner  to  ascertain  that  the  cor- . 
porate  is  in  fact  collecting  and  analyzing  financial  data  for  its  lines  of 
credit.  However,  ncua  examiners  noted  that  corporates  had  not  collected 
complete  or  current  financial  data  in  many  cases.  Financial  statements 
and  audit  reports  were  not  obtained  or  were  not  fully  analyzed.  The 
examinations  of  some  corporates  revealed  that  loans  and  lines  of  credit 
to  deteriorating  institutions  did  not  appear  to  be  monitored  any  more 
closely  than  problem-free  loans.  In  the  worst  cases,  examiners  dted 
some  institutions  for  not  having  minimum  creditworthiness  standards 
for  evaluating  potential  borrowers  or  having  overly  liberal  standards. 

In  every  fiscal  year  1989  examination  we  reviewed,  the  examiner  cited  a 
lending  practice  deficiency;  in  almost  every  case  the  corporate  had  been 
cited  in  the  prior  exam  for  the  same  or  a  similar  deficiency. 

""Corporate  ExtnuiuOans."  NCUA  Bamlner't  GuMe  (WuMngtcn,  DC.  1988),  p.  10. 
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While  the  authority  to  take  enforcement  actions  is  limited  to  corporates 
that  are  federally  insured,  ncua  examiners  noted  weaknesses  but  did  not 
take  corrective  actions  even  when  they  had  the  authority  to  do  so.  In 
fact,  from  the  inception  of  the  corporate  examination  program  in  1986 
until  1990,  it  had  not  taken  any  enforcement  actions  against  corporates. 
NCUA  officials  told  us  they  have  been  reluctant  to  use  such  tools  because 
of  the  impact  this  might  have  on  confidence  in  corporates.  Instead  of 
taking  enforcement  actions,  ncua  officials  told  us  they  prefer  to  inten- 
sify the  supervisory  process.  We  saw  evidence  of  this  at  two  corporates 
where  examinations  were  held  every  6  months. 

The  Examiner's  Guide  reflects  ncua's  reluctance  to  take  action  against 
corporates.  It  says: 

"At  times,  the  offlcials  will  not  agree  on  recommendations  for  corrective  action  to 
resolve  a  problem  and  may  refuse  to  even  recognize  that  a  problem  exists.  The  offi- 
cials should  be  requested  to  provide  alternative  recommendations  and/or  justifica- 
tion for  their  position.  The  examiner  must  make  every  effort  to  ensure  that  the 
officials  understand  that  there  is  a  problem.  If  the  officials  do  not  agree  with  all  or 
part  of  the  recommendaUons  for  corrective  action,  the  examiner  may  consider 
drafting  a  letter  for  the  regional  director's  signature  documenting  the  officials'  need 
to  recognize  and  to  resolve  the  problem  area." 

The  guide  does  not  provide  any  other  advice  or  guidance  to  the  respon- 
sible NCUA  examiners. 

In  1990,  however,  ncua  issued  two  Letters  of  Understanding  and  Agree- 
ment containing  its  written  expectations  for  change  at  those  two 
corporates. 


CAMEL  Codes  Do  Not 
Have  Objective  Bases 


CAMEL  ratings  assigned  to  corporates  are  intended  to  reflect  their  finan- 
cial condition,  compliance  with  regulations,  and  overall  safety  and 
soundness.  These  ratings — called  camel  codes — are  used  to  categorize 
corporates  with  respect  to  their  capital  adequacy,  asset  quality,  man- 
agement, earnings,  Uquidity,  and  overall  condition,  ncua  officials  told  us 
these  codes  are  assigned  to  a  great  extent  on  the  basis  of  the  experience, 
knowledge,  and  judgment  of  the  examiners.  The  officials  also  said  man- 
agement capability  is  considered  in  rating  the  nonmanagement  camq. 
components.  For  natural  person  credit  unions,  ncua  assigns  ratings,  in 
large  part,  on  the  basis  of  calculations  of  specific  financial  ratios.  Within 
strict  parameters,  an  examiner  can  modify  scores  on  the  basis  of  an 
analysis  of  qualitative  Information.  (See  ch.  4.)  ncua  officials  told  us  the 
use  of  financial  ratio  parameters  is  not  appropriate  for  corporates 
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because  appropriate  ranges  for  corporates  are  broader,  and  corporate 
assets  fluctuate  more. 

ncua's  practice  in  rating  capital  adequacy  illustrates  the  results  of  this 
judgment-based  approach.  Capital  was  defmed  as  reserves  and  retained 
earnings.  Assets  were  defined  in  accordance  with  ncua  regulations  on 
reserving.  As  previously  noted,  the  required  rate  of  adding  to  corporate 
capital  decreases  after  a  corporate's  capital  ratio  reaches  2  jiercent.  We 
believe  this  implies  that  the  2-percent  level  is,  if  not  fully  adequate,  at 
least  a  minimal  reserve  standard  and  that  a  ratio  lower  than  2  percent  it 
therefore  less  than  satisfactory.  However,  of  the  31  corporates  with 
capital  ratios  of  less  than  2  percent  as  of  June  1990,  8  were  rated  1 
(good  to  excellent)  and  1 1  were  rated  2  (adequate  to  good)  in  their  cap- 
ital component.  These  ratings  appear  to  be  much  more  favorable  than 
the  regulation  implies. 

The  degree  to  which  judgment  has  influenced  the  capital  rating  is  so 
great  that  a  reasonable  relationship  between  the  assigned  rating  and  the 
actual  capital  ratio  no  longer  exists.  For  example,  as  shown  in  table  6.6, 
two  corporates  with  relatively  good  capital  ratios  of  2.24  and  2.13  were 
rated  1  and  3,  respectively,  and  two  other  corporates  with  relatively 
poor  ratios  of  1.18  and  1.08  were  rated  1  and  4,  respectively. 


Table  6.G:  Comparigon  of  NCUA  Capital 
Rating  of  Corporate**  To  tlie  Range  of 
Capital  Ratio*  in  Each  Rating  Qroup 

(June  30.  1990) 


NCUA  capital  rating 

Numbwof  . 

COfpOIAUt 

Range 
High 

of  capital  laliua' 
Median        Lot 

1 

17 

224 

2.01         11 

2 

12 

224 

154        1.0 

3 

11 

213 

65           6 

4 

2 

108 

.3 

Total 

42 

*One  corporate  is  excluded  because  its  activities  are  rwt  typical  ot  corporate  operations 

^Capital  was  defined  as  reserves  and  retairted  earnings  Assets  were  defined  vt  accordance  with  NCU/ 
regulations  on  reserving 
Source  NCUA  data 

Assigning  camel  ratings  on  a  partially  judgmental  basis,  particularly  on* 
that  seems  to  inflate  the  actual  condition,  has  the  potential  for  mis- 
leading both  the  regulator  and  the  corporate  itself.  This  is  particularly 
Jxue  if  the  ratings  tend  to  be  biased  in  a  positive  direction.  We  recognize 
that  more  judgment  may  be  needed  with  respect  to  rating  the  corporate 
than  is  the  case  with  natural  person  credit  unions.  We  have  not  studied 
the  situation  in  sufficient  depth  to  suggest  the  specific  parameters  for 
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assigning  the  ratings,  but  we  believe  the  ratings  should  be  consistently 
applied  and  reflea  the  camel  component  being  rated.  The  absence  of 
quantitative  parameters  also  argues  for  rating  decisions  to  be  made  cen- 
trally rather  than  at  regional  offices  where  inconsistencies  seem  more 
probable. 


Insurance 
Arrangements  for 
Cbrporates 


There  is  a  fundamental  difference  in  the  charges  paid  by  credit  unions 
for  share  insurance  and  the  charges  paid  by  banks  and  thrifts  for 
deposit  insurance.  The  premium  for  insurance  on  a  single  credit  union 
account  is  limited  to  the  $100,000  limit  of  insurance  actually  provided 
on  that  account.  By  contrast,  the  premium  paid  by  federally  insured 
banks  and  thrifts  is  based  on  the  total  balance  in  each  domestic 
account,"  regardless  of  the  amount  of  the  balance.  For  example,  this 
means  that  given  the  same  insurance  coverage  and  premium  rate,  the 
premium  paid  by  a  bank  or  thrift  on  a  single  $500,000  account  will  be 
five  times  greater  than  it  is  for  a  credit  union,  even  though  only 
$100,000  of  deposit  insurance  exists  for  each  type  of  account. 

For  most  natural  person  credit  unions,  it  would  make  little  difference  if 
premiums  were  applied  to  total  deposits  instead  of  just  to  the  amount  of 
deposits  actually  insured.  This  is  because  very  few  credit  union  mem- 
bers have  accounts  with  balances  greater  than  $100,000,  with  the  result 
that  about  98  percent  of  the  total  shares  in  federally  insured  credit 
unions  are  fully  insured.  However,  for  corporate  credit  unions,  we  have 
noted  that  the  preponderance  of  member  investments  is  in  excess  of  the 
$100,000  per  account  limit— all  but  $1.1  billion  of  the  $18.7  biUion 
deposited  m  federally  insured  corporates  as  of  June  30, 1990,  was  not 
insured  for  that  reason. 

It  could  be  argued  that  the  existing  low  level  of  investment  or  premium 
revenue  to  ncusif  on  these  corporates  does  not  compensate  the  Fund  for 
its  insurance  risks  if  ncua  believes  it  is  important  not  to  allow  a  corpo- 
rate to  fail. 

We  see  the  followring  four  options  for  changing  the  insurance  arrange- 
ments for  corporates;  we  believe  the  last  one  is  best: 

Charge  premiums  on  the  basis  of  total  shares  rather  than  just  insured 
sdares  without  increasing  coverage  above  the  $100,000  Umit. 


"Foreign  deposns  held  by  iiaurad  US  banks  are  not  suttiect  to  FDIC  insunnce  i 
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Provide  insurance  on  all  shares  without  limit  and  charge  premiums 

accordingly. 

Withdraw  insurance  coverage. 

Reduce  the  risk  to  ncusif  by  improving  its  priority  compared  to  that  of 

uninsured  shares  in  the  liquidation  of  a  failed  institution. 

If  premiums  and  the  insurance  deposit  were  based  on  the  total  shares 
invested  in  the  corporates,  the  cash  flow  to  ncusif  would  be  increased 
about  17  times.  While  this  would  clearly  be  better  compensation  for  the 
risks  of  the  insurance  fund,  we  believe  it  would  also  reinforce  the  mes- 
sage that  NCUA  cannot  permit  the  corporates  to  fail  and  would  place  a 
moral  obligation  on  ncua  to  this  effect. 

The  alternative  of  providing  insurance  coverage  in  excess  of  the 
S  100,000  limit  would  increase  ncua's  financial  stake  in  averting  the 
failure  of  a  corporate.  We  believe  this  is  an  undesirable  prospect  regard- 
less of  what  premium  might  be  charged  because  it  would  represent  a 
severely  increased  concentration  of  ncusif  risk  in  a  small  number  of 
institutions. 

Termination  of  insurance  coverage  for  the  corporates  would  reempha- 
size  the  need  for  their  safe  and  sound  operation.  At  the  same  time,  the 
loss  in  NCUSIF  revenue  would  have  little  effect  on  the  Fund's  finances. 
However,  there  is  the  question  whether  this  action  would  destabilize  the 
deposit  base  of  the  corporates.  This  could  occur  if  credit  unions  had 
diminished  confidence  in  the  safety  of  these  deposits. 

The  fourth  alternative — improving  ncusif  priority  in  the  liquidation  of  a 
credit  union — would  reduce  potential  taxpayer  risk  while  preserving 
the  benefits  of  share  insurance,  particularly  to  small  credit  unions 
having  $100,000  or  less  invested  in  their  corporates.  A  more  complete 
discussion  of  the  issues  involving  liquidation  priorities  is  contained  in 
chapter  7. 


Conclusions  "^^  statutory  borrowing  restrictions  we  have  recommended  in  chapter  3 

for  natural  person  credit  unions  should  not  apply  to  corporates  and  U.S. 
Central  Credit  Union. 

Cglrporates  hold  about  10  percent  of  the  assets  of  federally  insured  nat- 
ural person  credit  unions  and  are  viewed  by  ncua  as  appropriate  invest- 
ment vehicles  for  their  unloaned  funds.  Yet,  ncua  authority  to  regulate 
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and  supervise  corporates  is  incomplete,  and  ncua  does  not  fully  use 
what  authority  it  does  have. 

There  are  a  number  of  ways  to  address  this  problem,  foja  could  be 
amended  to  require  that  all  corporates  be  federally  chartered  or  at  least 
federally  insured.  This  would  give  ncua  clear  authority  to  regulate, 
supervise,  and  take  enforcement  action  against  corporates.  However,  a 
requirement  for  a  federal  charter  could  raise  states'  rights  issues.  A 
requirement  for  federal  insurance  for  corporates  would  give  ncua  suffi- 
cient regulatory  and  supervisory  authority.  This  requirement  could  be 
accomplished  indirectly  by  restraining  natural  person  credit  unions 
from  mvestii\g  or  depositing  funds  m  corporates  that  do  not  have  fed- 
eral insurance.  We  believe  this  restraint  would  be  appropriate  given 
NCUA's  responsibility  for  federally  insured  natural  person  credit  unions. 

We  believe  the  capital  of  corporates  should  be  promptly  brought  up  to  a 
minimum  standard  established  by  ncua.  The  regulations  being  devel- 
oped by  NCUA  officials  regarding  additions  to  corporate  capital  would 
not  accomplish  this  objective  in  a  reasonable  amount  of  time,  even  if 
corporates  were  to  stop  growing.  The  prospects  for  solving  this  problem 
would  be  improved  if 

a  minimum  capital  level  based  on  assets  is  established  and  promptly 
achieved  until  a  risk-based  minimum  capital  level  is  implemented; 
the  required  rate  for  additions  to  reserves  is  increased;  and 
NCUA,  rather  than  corporates,  oversees  the  corporates'  use  of  member- 
ship capital  share  deix>sits,  including  the  prompt  issue  of  these  instru- 
ments in  an  amount  sufficient  for  cor]x>rates  to  achieve  the  minimum 
capital  standard  as  an  interim  measure. 

We  also  believe  regulations  limiting  investments  of  state-chartered 
corporates  to  those  authorized  for  federal  credit  umons  and  estabUshing 
concentration  limits  are  desirable. 

Financial  reporting  by  the  corporates  has  been  improved,  but  the  vola- 
tile nature  of  their  operation  justifies  faster  and  more  complete  access 
by  NCUA  in  this  area. 

Our  review  also  shows  that  ncua  has  delegated  authority  for  corporate 
ofsersight,  examination,  and  ratings  to  its  regional  directors  and  does  not 
always  take  effective  action  to  see  that  noted  deficiencies  are  promptly 
corrected. 
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Elements  of  the  camel  ratings  for  corporates  appear  to  be  overly 
affected  by  judgmental,  as  opposed  to  quantlutive,  criteria  The  lack  of 
consistency  and  the  resulting  uncertainty  as  to  what  the  rating  actually 
measures  could  mislead  both  the  institutions  and  their  regulators). 

Federal  share  insurance  arrangements  for  corporates  need  to  be 
improved  because  they  imply  that  corporates  will  not  be  allowed  to  fail 
and  because  the  premiums  charged  may  not  compensate  for  insurance 
risks.  Our  recommendations  on  this  issue  are  contained  in  chapter  7. 


Recommendations  to 
Congress 


PCUA  should  be  amended  to  confine  insured  credit  union  investments  in 
corporates  and  U.S.  Central  to  those  that  have  obtained  deposit  insur- 
ance from  NCiBiF. 

The  implementation  of  this  recommendation  is  critical  for  accomplishing 
the  needed  changes  contained  in  the  following  recommendations. 

Congress  should  require  ncua  to  establish  a  program  to  promptly 
increase  the  capital  of  corporates  and  establish  minimum  capital 
standards. 


Recommendations  to 
NCUA 


Minimum  capital  requirements  should  be  established  for  corporates  and 
U.S.  Central,  taking  all  risks  into  account.  In  the  interim,  establish  a  min- 
imum level  based  on  assets,  and  set  a  time  frame  for  achieving  this  level. 
This  could  be  achieved  by  increasing  reserving  requirements  and  using 
subordinated  debt  arrangements,  such  as  the  membership  capital  share 
deposits. 

The  investment  powers  of  state-chartered  corporates  should  be 
restricted  to  the  limits  imposed  on  federal  corporates. 
Corporate  credit  union  and  U.S.  Central  investments  in  a  single  obligor 
should  be  limited  to  1  percent  of  the  investor's  total  assets.  Exceptions 
should  include  obligations  of  the  U.S.  government,  repurchase  agree- 
ments that  equal  up  to  2  percent  of  assets,  and  all  investments  by 
corporates  in  U.S.  Central. 

Corporate  credit  union  and  U.S.  Central  loans  to  one  borrower  should  be 
limited  to  1  percent  of  the  lender's  assets,  ncua  should  be  authorized  to 
make  exceptions  on  a  loan-by-loan  basis. 

Mbre  complete  and  timely  information  about  corporate  financial  opera- 
tions should  be  obtained. 
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A  tutit  should  be  established  at  ncua  headquarters  that  would  be 

responsible  for  corporate  oversight,  examination,  and  enforcement 

actions. 

The  CAMEL  rating  system  for  corporate  credit  unions  should  be  reviewed 

to  reduce  the  inconsistencies  and  focus  more  clearly  on  the  component 

being  rated. 


Agency  Ckjmments  and 
Our  Response 


NCUA  agreed  with  a  nuyority  of  our  recommendations  related  to  corpo- 
rate credit  unions.  But  it  had  considerable  disagreement  about  the  riski- 
ness of  corporates  and,  therefore,  what  level  of  improvement  is  needed. 
Most  significantly,  ncua  agreed  that  actions  are  needed  to  ensure  that 
the  corporates — and  U.S.  Central  Credit  Union — are  federally  regu- 
lated. NCUA  also  agreed  that  the  corporate's  capital  should  be  increased 
and  that  minimum  capital  standards  should  be  established.  However, 
NCUA  stated  that  the  risk  of  corporates  is  very  low  and  disagreed 
strongly  that  there  is  insufficient  diversification  in  the  investment 
assets  of  some  corporates.  Our  detailed  response  to  all  the  NCUA  com- 
ments is  in  appendix  XII. 
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EXECUTIVE  SUMMARY 

This  Committee  was  charged  with  the  responsibility  of  evaluating  the 
investment  behavior  and  risk-taking  of  the  corporate  credit  union  system 
(CCUN).  The  Committee 's  findings  and  recommendations  are  as  follows: 

1.  Finding 

'  Corporate  credit  unions  (corporates)  including  U.S.  Central  Credit 
Union  (U.S.  Central)  are  assuming  more  risk  in  their  investment  practices  and  in 
their  portfolios  than  in  the  past. 

Recommendations 

•  Improved  procedures  to  monitor  and  evaluate  risk-taking  or  exploiting 
interest  rate  risk  to  achieve  higher  investment  yields  need  to  be  implemented  by 
the  CCUN  and  monitored  closely  by  NCUA. 

•  Additional  and  better  trained  corporate  examiners  are  needed  to 
properly  monitor  the  CCUN.  They  should  be  adequately  compensated  to  attract 
and  maintain  high  quality  staff. 

2.  Finding 

•  CCUN  investment  activities  are  becoming  more  complex  and  likely  will 
continue  to  become  increasingly  complex  in  the  future. 

Recommendations 

•  Management  personnel  in  the  CCUN  must  be  as  adept  in 
understanding  investment  products,  including  derivative  instruments,  as  are 
those  individuals  at  investment  banking  firms  that  market  such  products  to  the 
CCUN.  NCUA  should  carefully  evaluate  the  qualifications  of  management 
personnel  in  the  CCUN. 
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•  NCUA  should  require  that  all  corporates  that  utilize  derivatives  retain 
outside  independent  advisors  who  report  directly  to  the  boards  of  directors 
regarding  derivative  activity. 

•  Additional  corporate  examiners  that  specialize  in  derivatives  are 
needed.  The  NCUA  should  employ  a  senior  level  derivatives  specialist  to  keep 
the  examiners  and  staff  informed  on  derivative  activity. 

•  In  order  to  keep  current  on  the  latest  developments  in  derivatives, 
NCUA  should  retain  a  consulting  relationship  with  academic  experts  whose 
primary  area  of  expertise  is  in  derivatives. 

3.  Finding 

•  Primary  capital  levels  in  the  CCUN  are,  on  average,  inadequate. 
Recommendations 

•  NCUA  should  establish  stronger  capital  standards  for  corporates  and 
especially  for  U.  S.  Central  to  meet  both  the  primary  and  risk-based  capital 
requirements  set  by  the  Basle  Accord.  An  adjustment  period  of  2-3  years  is 
recommended  to  allow  the  adoption  of  these  standards  by  the  CCUN. 

•  Given  the  uniqueness  of  credit  union  structure,  NCUA  should  consider 
the  inclusion  of  a  certain  percent  of  member  capital  shares  as  primary  capital 
when  it  introduces  the  more  stringent  recommended  capital  standard,  if  such 
shares  are  truly  at  risk  from  the  point  of  view  of  the  credit  unions  that  purchase 
them.  These  shares  will  be  redeemable  only  with  the  concurrence  of  NCUA. 

•  The  current  practice  of  defining  the  maximum  allowable  exposure  to 
one  borrower  as  a  percent  of  corporate  assets  should  be  discontinued.  It  should 
be  replaced  with  a  new  minimum  asset  diversification  rule  based  on  primary 
capital. 
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•  The  Committee  recommends  that  NCUA  adopt  risk-based  capital 
requirements  associated  with  credit  risk,  interest  rate  risk  and  derivative 
activities  and  to  include  these  in  risk-based  capital  calculations. 

4.  Finding 

•  Credit  analysis  procedures  in  the  CCUN  have  not  kept  pace  with  the 
increased  volume  of  funds  flowing  into  the  system. 

Recommendations 

•  Corporates  should  develop  an  internal  system  to  critically  monitor  the 
credit  quality  of  all  significant  assets  subject  to  credit  risk.  This  monitoring 
system  should  go  well  beyond  simply  reviewing  published  reports  of  the  rating 
agencies  and  the  financial  press. 

•  In  order  to  increase  the  diversity  of  CCUN  portfolios  for  purposes  of 
safety  and  soundness,  the  moratorium  on  new  foreign  investments  should  be 
lifted  subject  to  the  recommendation  immediately  below.  NCUA  should  monitor 
such  investments  more  closely  and  mandate  proper  credit  analysis  and 
adequate  primary  capital. 

•  Until  credit  unions  acquire  the  minimum  levels  of  primary  capital 
recommended  above,  the  ability  of  credit  unions  to  invest  in  institutions  located 
in  countries  with  a  rating  below  AAA  or  1  should  be  rescinded.  Moreover,  the 
lowest  entity  rating  authorized  for  investment  by  corporates  and  U.S.  Central 
should  be  B.  Investments  should  be  limited  to  individual  institutions  with  long- 
term  ratings  no  lower  than  S&P's  AA  long-term  rating,  and  comparable  Moody 
and  IBCA  ratings.  Investments  should  be  further  limited  to  entities  with  short- 
term  ratings  no  lower  than  P-1  and  A-1 . 

•  Total  investments  in  any  single  foreign  entity  should  be  limited  to  no 
more  than  a  reasonable  multiple  of  primary  capital. 
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5.  Finding 

•  Approximately  one-fourth  of  credit  union  Investments  are  placed  in  the 
CCUN.  The  remaining  three-fourth  of  such  funds  are  mainly  invested  in  the 
financial  markets  by  natural  person  credit  unions. 

Recommondatlon 

•  The  management  of  these  investable  funds  should  be  more  closely 
monitored  by  NCUA. 

6.  Finding 

•  The  CCUN  uses  derivative  instruments  to  hedge  interest  rate  risk  and 
create  synthetic  securities  for  other  corporates  and  natural  person  credit  unions. 

RBCommendations 

•  For  the  proper  management  of  derivative  activities,  the  balance  sheet 
and  off-balance  sheet  activities  of  corporates  should  reflect  fair  market  value 
(mark-to-market)  accounting.  This  should  be  done  on  a  periodic  basis. 

•  The  Committee  recommends  that  NCUA  consider  establishing  risk- 
based  capital  requirements  for  risks  associated  with  interest  rate  risk  and 
derivative  activities. 

•  The  Committee  recommends  that  as  part  of  the  examination  process 
regarding  derivative  activities,  NCUA  require  at  a  minimum  (1)  documented 
oversight  by  the  board  of  directors  and  senior  management:  (2)  risk 
management  functions  that  are  independent  of  the  trading  function;  (3)  thorough 
and  timely  internal  audits;  and  (4)  thorough  and  timely  audits  by  external 
examiners. 

7.  Finding 

•  The  traditional  three-tiered  CCUN  structure  is  being  redefined. 
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Recommendations 

•  All  corporates,  including  U.S.  Central,  should  be  stand-alone 
Institutions,  independent  of  leagues  and/or  trade  associations.  The  Committee 
found  no  reasonable  justification  for  integrated  corporates.  Indeed,  the 
integrated  structure  may  hinder  the  prudent  management  of  the  corporate. 

•  In  order  to  better  serve  natural  person  credit  unions  and  their  members, 
corporate  fields  of  membership  should  be  determined  by  a  market  driven 
process.  This  means  that  all  corporates  should  have  wider  and  expanded  fields 
of  membership  in  order  to  increase  efficiency  and  lower  the  price  of  services  to 
member  Institutions. 

•  The  Committee  finds  that  many  distinctions  between  U.S.  Central  and 
other  corporates  are  arbitrary  and  recommends  that  they  be  eliminated.  Further, 
the  Committee  recommends  that  NCUA  anticipate  market  occun-ences  and  take 
no  action  that  would  inhibit  market  forces  from  redefining  the  current  three-tier 
system. 
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If  there  were  a  large  competitive  advantage  conveyed  by  the  combination  of 
mutual  ownership  form,  no  corporate  federal  taxation,  and  relaxed  common  bond 
provisioi^s,  one  would  expect  to  see  credit  unions  accounting  for  an  increasing  share 
of  total  U.S.  financial  assets  held  by  all  financial  service  firms.  This  is  not 
happening.  This  may  reflect  offsetting  disadvantages  caused  by  the  still  binding 
constraint  of  the  common  bond,  the  credit  unions'  relatively  small  size,  and  the 
relatively  limited  risk-taking  activity  associated  with  mutual  ownership  form.  It 
may  be  the  case  nonetheless  that  some  credit  imions  have  a  competitive  advantage 
vis-a-vis  some  intermediaries,  but  it  does  not  appear  to  be  widespread. 

Most  important  overall  is  the  massive  shift  of  U.S.  financial  assets  away  from 
federally  insured  depositories  to  noninsured  financial  firms  as  reflected  in  Table  1. 
This  shift  suggests  that  whatever  subsidies  have  been  or  are  imbedded  in  the 
existence  of  federal  and  state  charters  for  depositories  or  in  federal  deposit  insurance 
or  tax  law,  they  are  being  overwhelmed  by  efficiencies  in  the  private  financial 
marketplace.  This  is  far  and  away  the  most  important  competitive  threat  to 
federally  insured  depositories,  including  credit  unions. 

Corporate  Credit  Unions,  the  U.S.  Central  Credit  Union,  and  the  Distribution  of 
Natural  Person  Credit  Union  Deposits  at  Other  Depositories  • 

Corporate  Credit  Unions 

Within  the  credit  union  system  there  are  currently  43  corporate  credit  unions 
-  one  of  which,  LICU,  is  not  a  member  of  US.  Central  and  is  extremely  small  -  and 
the  U.S.  Central  Credit  Union  for  which  Tables  17  and  18  present  selected  data.  As 
Table  17  shows,  corporate  credit  unions  are  both  federally  and  state-chartered  and 
both  federally  and  privately  insured  credit  unions  whose  membership  shares  or 
deposits  are  from  other  credit  unions.  It  is  dear  that  the  corporate  credit  unions  vary 
significantly  in  terms  of  financial  characteristics  and  performance.  Primarily  aedit 
unions,  sometimes  called  natural  person  credit  unions  to  distinguish  them  from 
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corporate  credit  unions,  make  deposits  in  the  corporate  credit  imions.  Thus,  credit 
unions  can  take  a  portion  of  their  membership  shares  from  natural  persons  and 
place  those  shares  in  the  corporate  credit  unions.  At  year-end  1989  the  total  assets  of 
the  corporate  aedit  unions  were  S2l!2  billion. 

Table  19  shows  the  distribution  of  the  corporate  credit  unions'  assets  in  1989. 
On  average  77.4  percent  of  the  individual  corporate  credit  union  assets  consist  of 
shares  in  U.S.  Central.  The  average  would  be  much  higher  except  that  5  corporate 
credit  unions  are  relatively  heavily  involved  in  "other  investments"  and  4  are 
relatively  heavily  involved  in  repurchase  agreements.  Table  19  also  shows  that  on 
average  85.4  percent  of  corporate  credit  uiuons'  liabilities  come  from  natural  person 
credit  union  shares  and  deposits.  Selected  data  from  the  corporate  aedit  unions' 
income  statement  are  also  presented. 

U.S.  Central  Credit  Union 

The  U.S.  Central  Credit  Union,  as  Table  18  shows,  had  total  assets  of  S19.9 
billion  at  year-end  1989.  Because  most  of  the  assets  come  from  deposits  from 
corporate  credit  unions  which  in  turn  come  from  natural  person  shareholders  of 
credit  unions,  the  assets  of  U.S.  Central  are  assets  of  the  credit  union  system.  Thus, 
approximately  9.7  percent  of  credit  imion  assets  are  in  U.S.  Central. 

Table  20  shows  that  as  of  March  29,  1990  S20.5  billion  in  U.S.  Central  Credit 
Union  assets  were  deposited  with  42  foreign  banks  and  6  U.S.  money  center  banks. 
More  than  S17  billion  of  the  fimds  were  in  deposits  that  matured  in  90  days  or  less. 
Credit  union  spokespeople  have  interpreted  U.S.  Central  to  us  in  two  ways.  The 
first  interpreution  describes  U.S.  Central  as  a  source  of  liquidity  for  the  credit  union 
system.  In  this  context  the  form  -  4?  corporate  credit  unions  and  U.S.  Central  -  can 
be  viewed  as  a  pooling  mechanism  in  which  a  relatively  large  number  of  smaller 
credit  imions  can  gain  access  to  a  purportedly  higher  yielding  source  of  liquidity 
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than  acting  individually.  The  second  interpretation  is  built  on  the  prenuse  that 
savings  by  households  in  credit  unions  tend  to  exceed  loan  demand  at  credit  unions 
by  households.  Therefore,  corporate  credit  unions  and  "by  extension  U.S.  Central 
absorb  excess  savings. 

Either  interpretation  of  the  need  for  and  role  of  the  corporate  credit  unions 
and  U.S.  Central  raises  issues  beyond  the  scope  of  this  report  that  should  be 
addressed  by  the  appropriate  regulatory  agencies  and  the  Congress.  As  shown  in 
Table  5  investments  in  corporate  credit  unions  were  8.6  percent  of  credit  union 
assets  in  1989  and  cash  represented  23  percent.  Other  assets  are  also  very  liquid  but 
these  two  asset  categories  alone  represent  nearly  11  percent  of  total  credit  union 
assets.  Whether  liquidity  is  needed  in  this  magnitude  and  in  this  configuration 
should  be  evaluated.  Whether  savings  exceed  loan  demand  by  households  should 
also  be  examined.  If  savings  do  exceed  loan  demand  at  credit  xmions,  it  suggests  that 
their  allowable  assets  and  liabilities  and  overall  structure,  including  common  bond 
restriction  and  taxation,  should  be  evaluated,  especially  whether  credit  unions  are 
losing  business  to  more  efficient  competitors.  A  related  issue  is  the  extent  to  which 
corporate  credit  imions  and  U.S.  Central  duplicate  services  provided  by  the  Federal 
Home  Loan  Bank  System  which  credit  imions  can  now  join. 

Regardless  of  the  reason  for  the  funding  of  corporate  credit  unions  and  U.S. 
Central,  the  fact  is  that  U.S.  Central  invests  approximately  $19  billion  of  federally 
insured  deposits  in  foreign  banks.  This  fact  is  not  well  known  inside  or  outside  the 
credit  umon  industry.  Whether  imder  any  circumstances,  such  a  large  investment 
in  foreign  banks  is  consistent  with  the  intent  of  credit  union  charters,  federal 
insurance,  and  the  common  bond  is  an  issue  that  is  beyond  the  scope  of  this  report 
but  should  be  evaluated  by  the  appropriate  regulatory  agencies  and  the  Congress. 

In  March  1990,  $652  million  were  deposited  with  Chase  Manhattan  Bank 
which  is  among  the  weakest  money  center  banks.    We  have  been  informed  that 
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most  of  the  funds  have  since  been  deposited  elsewhere.  If  Chase  had  been  dosed 
and  reorganized,  whether  these  funds  would  have  received  insurance  protection  is 
uncertain.  All  but  approximately  $1  billion  of  U^.  Central  deposits  are  in  foreign 
banks,  however.  These  deposits  are  in  dollar  denominations  and,  thus,  are  not 
subject  to  exchange-rate  risk.  None  of  these  funds  is  covered  by  U.S.  deposit 
insurance  but  are  subject  to  default  risk  with  varying  degrees  of  explicit  and  implicit 
insurance  guarantees  by  foreign  governments.  Whether  the  risks  associated  with 
these  deposits  are  being  adequately  assessed  should  be  examined  by  the  appropriate 
regulatory  agencies  and  the  Congress. 

As  Table  18  shows.  Corporate  Credit  Unions  had  a  capital-to-asset  ratio  of  13 
percent  at  yearend  1989,  while  U.S.  Central  had  a  capital-to-asset  ratio  of  0.6  percent. 
Capital  here  includes  only  retained  earnings,  even  though  a  broader  measiire  could 
include  membership  shares,  which  are  significantly  larger  than  retained  earnings. 
Another  policy  issue  that  should  be  addressed  is  whether  these  low  capital  ratios  are 
appropriate. 

Corporate  governance  is  also  an  issue  that  should  be  addressed.  The  board  of 
U.S.  Central  is  comprised  of  7  individuals,  3  of  whom  are  associated  with  die  Credit 
Union  National  Association  (CUNA),  the  national  trade  association  for  credit 
unions.  Up  to  6  trade  association  officials  can  sit  on  the  board.  The  role  of  the  credit 
imion  trade  association  in  the  promotion  of  the  interests  of  the  industry  and  the 
role  of  a  board  of  directors  on  behalf  of  a  given  credit  imion  can  be  directly  and 
dramatically  at  odds  with  each  other.  The  potential  conflict  of  interest  is  great 
enough  that  the  dual  role  of  the  CUNA  directors  appears  inappropriate.  Given  the 
relatively  large  size  of  VS.  Central,  inappropriate  decisions  made  on  the  basis  of  a 
conflict  of  interest  could  also  have  dramatic  consequences  for  the  credit  imions  and 
theNCUSIF. 


41 


341 


s  t 


M 

o 


H 

IS 
M  • 
0  • 
U  X 


O   ■ 

it 

t2 


u 

o 


*i 


2£ 


MO  •<« 


M»«»*»r^*»«t*«^»« 


>  M      r«  o 


« tfi      #••« 


1 4n  ««  vff  « 


fa.hii>.u.b.u.iitUibia.faiU)a.h.fcik.UifaiaiU.&ahbapbiS.kihifaifa.bhibia>ibtoiaik>k.ke.flBn. 


UM   •   •M«M   •««   »   VVI   •«>   •   •   •MMMMMMVM*   •WWM9MMM   VM   CM   •«««! 

h>  b>       k       lib  iM  It.       Ik       iMklk  km       U.  h.  h,  (m       b.       k 


a     ••  e 


}  •  o 

« u  k. 
)  o 
»  •  u 

!  4  c 

i  o  « 
1  4.^ 


I    O  M    &  «    k< 


M    I 

O  */   I 


ki   hi   o  U   «   I 


h«  C  O  aJ  I 
O  O  U  C  I 
U-*  •  I 
*>  aJ  U  t 
O   3   ■ 

ta   M   £    D>< 

O   •  <^  h.  . 

«    C    3  O  I 

O    O    O  •  I 

O  UM  O 


;&. 


*«OCLh*h*«h<a3 

)wah<ooMow(7> 
kOhioa&*ao<i   - 


«U  U  b.U  « 


*«     «  «  • 

hi                        M  M    C   W 

•    *J     kt    *« 

«     •« 

M    •   W 

•  •             V  )•  u   •  W 

•          *l   *(    « 

OOaJV          OVUOL 

• 

ooooMvaou 

fl 

4>l 

*i 

4 

m 

b  o  uo 

u 

««oo»«uo-> 

!l 

c^uuu*      uc 

0 

M  ^            *»     O 

a  cr      o  c  o 

M 

»■ 

*  50  «-« 

0 

0  « •  •  <rf  «M^  ta 

I  o  k  b  u  a  ji 


OM««3««wOi 


■  e«u-Joc4j« 


u  u  M  o  •  • 


O  «  - 


-t  c  c  3  •  a- ^ 


)   •   O   «   «   to   I 


_        £   O  <   k.  .1  u  £   C 

,  ao  —  «  • 

I    Eh  £  Ji    k. 


■D  TJ  O   •   3  - 


>  w  c  c  c  >       m 
£  o  —  «  O  M 

u   &  9£   U  A'         O 


^-«.^x»«xac^uuHUXZ»<tfXZOkU00ozu.afr«« 


I  3  k. 

I  o  o  —  «  -•  • 


342 


2«e       let      *o      0t      o\      r-      <D 

S"S       r*      r*      "^      "•      »*      •* 

e  v>  * 
o  «» 
X         = 


p-  r-  w 
«o  i^  m 
m      <«      <o 


0» 
00 
Ok 


o 


e 
o 


e 
D 


u 


-a  •  e 

•  «J>  - 

c   c 


•  c  3      «»      r~      o      o 


o 


0t 


O 
O 


•  *  _ 

B  U   • 


f-i      r«      «e 


e 
o 

e 

D 


u 
u 


CO 

s 


25    «    - 


r»      r»      t^      « 


?- 


•  <J  ^ 

w  •  - 

O  •  - 

H  •  3 


in      « 


s 


« 
C 


CO 

D 

e 

■ 
e 
o 

e 
D 


u 
u 


u 

o 


u 


« 

u 

o 

a 

h 
O 

u 


•  •-T.- << 

SSsruW'^rxinmeBir) 

cc*         •        •        •        •        •        •         •         •        •        • 

^  ^  ^       f«.rt^A94aDfl^AOOk 

•  «S  r*         r*         r*         r*         r*         t^         r> 

-2  = 

■  ^2^tf>m^aDr4atA^o 

•  •— 

SI  o  •> 


11 


^4  A  t-l 


ii 


a 
9 


e 


■ 


o 
u 


r-      »<      o 


o  »  7, 


«4         «4         f>4  ^4  Ct 


o     * 


i 

3 


^4  ^4  fl^  f4 


>• 


3 
U 


«   m 


OB 
0\ 


OB      n 


OB 


Si  s 

J!  * 

«-  o 

•  II) 


343 


• 

e 
o 
•4 
e 
s 


u 
u 


U 


'I 

«4  a 

c 


o 
■ 


41 

o 
u 


i.! 

a 

]i\ 

i 

i    :l 

1 1 

• 

1 

•■      J 

:     « 

i     . 

*  i'i 

i\> 

• 

o 

: 

:s 

•  j 

c 

3 

o 

•H 

, 

^ 

.   I> 

-4 

-   J " 

Z 

» 

7     •• 

:  «f 

o 

(M 

«> 

• 

-    e: 

V 

i    i'l 

•1 

3    ai 

« 

:   «• 

n 

•> 

I    t: 

< 

1    'l 

:   i« 

z    » - 

tc 

IS 

ji 

:« 

•  1 

; » 

.    s- 

: 

^    ii 

• 

:   a 

J     ■ 

*      •  S 

i  53 

n 

M 

«i 

3 

J 

t 

«auoMikOSM«i«jxmo»o 


JOMkOX*- 


;s:iSS8 


ooooooooe 


•  UOMIkUX* 

<auoMkoX" 


344 


o  o  o  o  o  o  c 
o  wo  O  M  o  c 

r^Mrf»r>eoo«o« 


vOOOOOO'^OOOOOOOOOOOr 


ooooooooooooooooc 


t  (A  O  V  V  r 


»0000000>«00000000tf>00C 


lOOOOOO' 


IOOOmOOO 


-•40oomotf>oo«oooe 


KOOO'VOOO^ 

■ttno<ni«oatnooo««^«04nooo«iwoooottooin 


N  0    0 

*     "3 


xo  n  tf>  ^  »  ' 


KOOoeor"000000000<aooM<n« 


)nino«>oooooootf 


lOOOOf^OVO^OV^oc 


«0*vtf)OMO^OOOWOM 


on  «t  o  o 


lOOOOOtf^c 


iamrwOOOO'^OOW^'' 


OOOOOOOOOOOOOOOOOOO^^-vM^OmO" 


-•  c 


300000000>4000 


«  M    «    •  ^  «    C 

£  •  b  X    «   C    « 

C  3  w   «  « 

ex  W-*«M£«>. 


O  a  »•  < 

u  c  •  ; 

•M    C    C  J 


-Tt  X 


.<   M    O    I 


C   «   ■         H   3 

•  — —  £   « 

«  3393C«  awMOf-* 


w«MUaCE3«bOW^««UC-a<ri-n>^OCMWWWta'->>.Cea'« 
UUXMKUuaOa-JZ«UUMnOOtK>-*K.JXXXXZMI-iMnMH 


--5  ti^cec 

■   ■KB         M«*«nSBC 

o  o      •      o  o-*  • 


I  • 

O  T» 

U  c 

O  m 

>  O  X 

m  -* 

-J  o  « 


_._       ---■iD<a««wi«ii 


i    - 

o  — 

o  < 


345 


^. 


AUmtmalneCmMUnonSytttm 


U.S.  Central 
Credit  Union 


Sum  600 

TMplaw. 

FAX: 

7300Ca*egeBouinwa 

|913|6«1-3a00 

(913)345-2628 

6M10-4032 

DECEMBER  1993 
FINANCIAL  STATEMENTS  AND  COMMENTARY 


FINANCIAL  CONDinON 


Shires  Memben' share  accoimt  bdaoces  have  decrassed  $4.9  bOlioa  (18  percent)  nitoe  December  1992. 

On  a  year-lo-dale  basis,  average  daily  share  account  baltnrrt  decreased  fn>m  ^jproximately  $26 
billioo  to  approximately  $24  billion.  These  declines  are  attributed  to  increased  loan  demand  at 
the  credit  union  level,  in  addition  to  the  trend  toward  investing  outside  the  NetworV  by  corporate 
credit  unions.  Accordingly,  corporate  credit  union  market  share  of  credit  union  investment 
holdings  and  U.S.  Central  market  share  of  corponle  credit  union  investment  holdings  «t«»'H«»»< 

Assets  During  1993,  U.S.  Central's  investment  mix  changed  due  to  dianges  in  members'  paiticipalioa 

in  diare  accounts.  Compared  to  December  1992,  members  are  holding  more  longer-term  depoats 
with  U.S.  Central,  and  consequently  U.S.  Central  is  cuneotly  holding  a  larger  portion  of  its  total 
iavestmeats  in  securities  with  longer-term  maturities.  Accordingly,  holdings  in  federal  fimds  aad 
commereial  obligations  (largely  commercial  paper)  deoeaaed  39  percent  and  14  percent, 
respectively.  Meanwhile,  holdings  of  longer-term  U.S.  Government  and  federal  agency  aad 
mortgage  related  and  asset-backed  securities  increased  200  prrwat  and  40  percent,  respectively. 
The  overall  decrease  in  assets  (11  percent)  is  driven  by  the  decrease  in  members'  share  accounts. 

Liabilities  As  of  December  31,  1993,  for  cash  management  purposes  and  to  fiind  assets  that  had  been 

purehased  over  year  end,  U.S.  Central  purchased  Federal  Funds  approximating  $1  billion.  No 
Federal  Funds  were  purchased  as  of  December  31,  1992.  These  fimds  created  the  majority  of  the 
overall  increase  in  liabilities. 


Members' 
Equity 


U.S.  Central's  capital  position  improved  dgnificanlly  during  1993.  Primary  capital  (reserves  and 
undivided  earnings)  increased  by  over  $22  millioo  (13%)  in  1993,  excluding  deferred  gains 
payable  to  members.   Total  capital  (including  membership  shares)  to  asset  ratios  increased  from 
3.165%  to  3.934%  during  1993.    On  a  risk  adjusted  basis,  the  primary  capital  to  risk-adjusted ' 
aaels  ratio  inciaaed  from  2.23%  to  2.96%  during  1993. 


OPERATING  RESULTS 


Operating 
Income 


On  a  year-to-date  basis,  net  interest  income  has  decreased  24  percent  compared  to  the  year  ended 
December  31,  1992,  whereas  the  net  gain  on  sales  of  investments  has  increased  substantially.  The 
decrease  in  interest  income  has  occuired  due  to  a  decline  in  investment  balances,  as  well  as  a 
decline  in  market  rates  during  1993.  The  $16  million  increase  in  year-to-date  net  gains  on  sales 
of  investment  is  due  to  restructuring  certain  investment  portfolios  during  1993.  Most  restructuring 
occurred  in  the  first  half  of  the  year. 
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The  Net  Service  Margin  declined  by  SI  14,000.  This  wms  caused  by  an  increase  in  Direct  Service 
Expense  restiltiog  from:  1)  the  reclassification  of  certain  direct  expenses  which  had  previously 
been  recorded  as  'other  operating  expenses'  and  2)  additional  expenses  incurred  in  connection 
with  the  coovereion  of  safekeeping  agents. 


Operating 
Expenses 


The  1993  U.S.  Cential  Strategic  Plan  set  fbftfa  an  aggreniye  list  of  new  development  projects  for 
the  organization.  U.S.  Central  has  increased  personnel  in  order  to  carry  out  those  projects  and 
develop  additional  products  for  our  iiirjirtm  ai  deacribed  in  the  Plan.  These  activities  have 
resulted  in  increased  operating  expenses.  Salarie*  aod  benefits  have  increased  $1.8  million  (29.5 
percent)  over  1992.  Although  this  increase  is  largely  attributed  to  the  increased  size  of  U.S. 
Central's  staff,  increased  costs  of  employee  benefits  (mainly  health  insurance)  have  contributed 
to  the  overall  salaries  and  benefits  increase.  The  increase  in  office  operating  expenses  ($330,000, 
30  percent)  is  directly  related  to  the  increase  in  staff  sixe.  Travel  costs  are  higher  as  additional 
visits  have  been  made  to  our  member  officec.  Professional  fees  and  outside  services  increased  due 
to  costs  related  to  the  Corporate  Credit  Union  Network  finanrial  services  enviroomeot  study  and 
product  development  applications,  such  as  the  medium  term  note  and  mutual  fond  projects. 
Operating  expenses  are  within  levels  budgeted  to  implement  Strategic  Plan  directives. 


Impact  of 
Securities 
Sales 


During  December,  U.S.  Central  began  restructuring  its  investment  portfolios  in  anticipation  of  the 
implementation  of  new  investment  accounting  rules.  These  new  rules,  effective  January  1,  1994, 
require  that  U.S.  Central  classify  certain  of  its  security  holdings  as  *available-for-sale*  and  record 
(hem  at  market  value.  Unrealized  gains  or  losses  on  these  securities  will  increase  or  decrease 
members'  equity.  Therefore,  U.S.  Central  is  attempting  to  limit  the  amount  of  potential 
unrealized  losses  by  restructuring  the  investment  portfolios.  Net  losses  on  sales  of  $867,000  for 
the  month  of  December  are  primarily  a  result  of  this  restructuring. 


GAAP 
vs.  Yield 


U.S.  Central  records  all  transactions  in  accordance  with  generally  accepted  accounting  principles 
(GAAP).  In  some  instances,  rscording  under  GAAP  is  not  consistent  with  our  method  of 
computing  yield  to  our  members.  Gains  and  losses  on  sales  of  investments  are  the  primary 
component  of  these  earnings  recognition  'timing  differeooes*.  The  following  is  a  reconciliation 
of  results  reported  on  a  GAAP  basis  and  income  transferred  to  regulatory  reserves  for  the  month 
of  December  (in  thousands). 


U.S.  Central  net  loss  transferred  from  undivided  earnings  $  (272) 

Effect  of  current  month  amortization  of  timing  differences  1.943 


Income,  on  a  yield  basis,  transferred  to  regulatory  reserves 


H.671 


FX)R  MORE  INFORMATION 


Please  conucl  Glen  A.  Carter,  Senior  Vice  President  and  Chief  Financial  Officer,  or  Dan  Kampeo,  Vice  President 
of  Finance  and  Accounting,  at  (913)  661-3800  for  additional  information. 
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U.S.  CEffTRAL  CREOnr  UNION 
BALANCE  SHEETS  (unaudited) 
(inthouMnd^ 


Assats 


Decembef  31. 


1993 


1992 


InwstTTMntSt  vnofttzsd  cost 

U^.  QcwwrvTMnt  and  fsd^ni  sgincy  sBcurites 

Federal  funds 

Certficates  of  deposit  and  time  deposits 

CofTifnecclal  obipations 

Mongag^  retatad  and  asset  backed  aecurttles 

Central  Liquidity  Factty  fcjnd 

Total  mvesaments  (Notes  2. 3.  and  6) 


1 .267.733 

S            423.126 

S.740.2B6 

9,479.075 

3,750.517 

4.336.415 

2.223.675 

2.962346 

3.745.922 

2.676571 

570.764 

511.780 

17.298.897 

20.389.713 

Repurchase  agrBements  (Note  4) 

Members 

Martcet  ocxjnterpanies 
Loans  lo  memoers  (Note  8) 
Cash  and  cash  equivalents 
Aoaued  Inisrest  on  bans  k)  members 
Acaued  imarest  on  invebliiiMiU  and  repurchase  agreements 
OVieri 


Total  Assets 


1.659.965 

Z08Z434 

7.795.655 

7.564.074 

667.317 

-     550.290 

1.209 

1.876 

1.757 

1519 

157.754 

238.435 

10.964 

5.237 

27.593518 

S       30.833.578 

Liabilities  and  Members'  Equity 

Uabilities: 

Commercial  paper  and  notes  payable  (Note  5) 
Reverse  repurchase  agreements  (Note  6) 
Federal  funds  purchased 
Accrued  interest  payable 
OMdends  payabts  (Note  7} 
09W  iabMas 

Total  Uabfflties 

Members'  Equity: 

Members'  share  and  certificate  accounts  (Notes  7  and  10) 
Membership  share  accounts  and  reserve 
and  undivided  earnings  (Notes  7  and  10) 

Total  Members'  Equity 

Total  Uabinties  and  Members'  Equity 

See  accompanying  notes  to  the  financial  statements. 


658.887 

S            647.135 

3.989539 

3.495.969 

1.083.000 

0 

31.733 

46.229 

90569 

131.951 

70.492 

16.611 

5.924.220 

4.337,895 

20577.470 
1.091,828 

25519.2B4 
976.399 

21,669.298 

26.495.683 

27593518 

$        30,833,578 
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UJS.  COnWU.  CflEOfT  OWIOM 
INCOME  STATtMEMTS  (uwudted) 
(nvnuundi) 


FwMt^lunda 

CcitiTiuM*  ol  dapost  and  bm*  dapoalB 

ConrnMCliI  obligaaiam 

Mongag*  ralaud  and  anal  badwd  sacurtiM 

CaniraJ  UqiidJiy  FadWyhmd 

MaoallHiaoua  Mmal  kicama 


Total  Imaraat  kan  Icnwiinanti  (Noaaa  2  and  a) 

Imaraal  on  rapurdwaa  agf««mana: 
Mambart 

Martwl  coun(a<paftiaa 

Intaraat  on  loana  10  fnamban  (Now*  2  and  8) 
TolaJ  Intarosi  tncoma 


ForVia  MonVi  Emtod  OacwnbarSI. 

1993 

dOac«(nbar31. 

1903 

1992 

1992 

1                    SJ83 

« 

1*7* 

t 

M.icn 

C 

16.042 

11.12« 

2ijaea 

205.4S2 

326.297 

7j6ae 

13416 

112.565 

2W.4a9 

*JIM 

14;9S7 

14Sja2 

193.709 

Mjsn 

9JB17 

•7^73 

ia0jO44 

1.444 

1JS7 

16.333 

16.903 

• 

(161) 

321 

(110) 

65.231 


•75.434 


•.744 
30;C23 

12il64 
30j620 

118.963 
339.414 

140.534 
332.362 

IJIM 

1.540 

18J96 

16^66 

87.737 

100.475 

1.114J839 

1ja6.696 

Intorest  on  commareki  pap«r«nd  nolas  payabto 
Inwrest  on  roMfMi  repurc^W96  ■groonMnis 
fnierest  on  (ed  hinds  purchtts«d 
OrvKtend)  on  m«m6«rs*  thaiv  accotftt  (Nola  7) 


ToU)  IntflTMt  and  OiMdwtd  tj^wa 
^4e<  Interest  Income 

SeoMce  Fee  Incotne 
Direct  Sendee  Expense 

Net  Service  Margin 
G«irVljou  on  Sales  of  Invaefrnantt 

Gross  Operating  Margci 


1M0 

iziez3 

1.690 
•9.S90 

1JS0 

1309 

689 

90.524 

21.410 
147.177 

13.156 
907.536 

a4ja99 

158.404 

9^03 

1,160.318 

85.763 

\9H 

106.602 
2,873 

1M9.281 
2S.S58 

1.353ja94 
33.674 

5*1 

596 

(S) 

S36 

427 
100 

6;8S3 
5.785 
1.168 

8.488 
4M6 
1.472 

(867) 

0 

18.736 

858 

1.082 

2«2 

43.482 

36,0<B 

Opontfing  Qjianaaa: 

Salaries  and  bonafka 

Tnwl 

Oflicac 


Pralaaaionil  and  ouMda  aan 

Inaunnoa 

najaaiih  and  dawtopniart 

Odiar 


Total  Oporating  Bipenaaa 


716 
23 
107 


sr 

79 


630 
64 

101 
77 
47 

188 


7MS 

526 

1.422 

:a6 

STO 
3.090 


6.103 
319 

1M2 
869 
518 


302 


1343 


15383 


11J78 


inecma  botore  Invostmant  in  CNBS  Hotdtng  Co.  Inc. 

Eamings/Losaas  from  InwaCment  in  CNBS 
Holding  Company.  Inc.  (f4ole  2  and  8) 

Income  Translaired  to  Undiwdad  Eamingi 


(27? 


_g662 


Jiffl 


1.721 


27MS 


(106) 


27.793 


24ja24 


24.109 


See  accompanying  notes  to  the  financial  statements. 
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U.S.  CENTRAL  CREDIT  UNION 

NOTES  TO  THE  FINANCIAL  STATEMENTS 

December  31,  1993 


Note  1  -  Organization  of  U.S.  Central  Credit  Union 

U.S.  Centnl  Ciedit  Union  (U.S.  Centnl)  wu  chartered  unler  die  Kansas  Credit  Union  Act  in  1974  to  act  as  a 
central  ciedit  union  for  tfae  mutual  benefit  of  its  memberdiip.  Membenhip  in  U.S.  Centnl  includes  corporate  credit 
unions,  state  credit  union  leagues,  affiliated  organizations,  international  cooperatives  and  directors.  U.S.  Centrd 
and  the  42  cotpoiate  credit  unions  are  known  as  the  Cofpofate  Credit  Unioa  NeMvofk. 

U.S.  Centnl's  principal  activity  is  to  provide  wholesale  investment,  liquidity,  custody  and  payment  services  to  its 
corporate  credit  union  members  and  their  credit  union  constituency.  In  this  role,  U.S.  Central  acts  as  an 
intermediary  between  the  corpoiates  and  the  financial  community.  Virtually  all  services  are  designed  exclusively 
for  coqx>rate  credit  unions,  their  members,  and  related  organizations. 

U.S.  Central  owns  70  percent  of  CNBS  Holding  Company,  Inc. ,  which  owns  100  percent  of  the  stock  of  Corporate 
Network  Brokerage  Services,  Inc.  (CNBS).  Two  affiliated  organizations,  CUNA  Service  Group  and  CUNA  Mutual 
Insurance,  equally  own  the  remaining  30  percent  CNBS  was  oiganized  for  the  purpose  of  fiimishing  financial 
services,  including,  but  not  limited  to,  securities  broker/dealer  activity  to  corporates  and  credit  unions.  CNBS  b^an 
active  operations  in  1989  and  is  registered  to  conduct  business  in  all  SO  states,  Puerto  Rico  and  the  District  of 
Columbia. 


Note  2  -  Summary  of  Significant  Accounting  Policies 

(a)  Investment  Transactions 

Investment  security  transactions  are  recorded  on  the  settlement  date.  If  tfae  tnmsactions  were  recorded  on  trade 
date,  the  financial  results  would  not  be  materially  different  Investment  securities  are  carried  at  cost,  adjusted 
for  amortization  of  premiums  and  discounts,  because  U.S.  Central  has  tfae  ability  and  it  is  genendly 
management's  intent  to  hold  such  securities  to  maturity  under  reasonably  foreseeable  circumstances.  WiQi  the 
exception  of  collateralized  mortgage  obligations  (CMOs)  and  asset-backed  securities,  premiums  and  <^^«^^nltn^f 
are  amortized  or  accreted  using  the  straight-line  method  over  the  terms  of  the  reqjective  issues,  which  does  not 
produce  financial  results  that  are  materially  different  firom  tfae  effective  interest  metfaod.  Purchased  premiums 
and  discotists  on  CMOs  and  asset-backed  securities  are  amortized  or  accreted  over  the  life  of  those  securities 
using  the  effective  interest  method  which  incorporates  assumptions  as  to  anticipated  prepayments.  Differences 
between  anticipated  and  actual  prepayment  experience  result  in  cumulative  adjustments  wfaidi  are 
charged/credited  to  income  as  an  adjustment  to  yield.  Interest  income  is  recorded  on  an  accrual  basis.  Gains 
and  losses  on  investment  transactions  are  recognized  using  the  q>ecific  identification  method  for  determining 
the  cost  of  secniities  sold. 

(b)  Interest  Rate  Swap  Agreements 

Income  or  expense  resulting  from  interest  rate  swap  agreements,  used  in  conjunction  witti  on-balance-sfaeet 
assets  to  create  'synthetic*  fixed  and  floating  rate  investments,  is  recognized  over  the  life  of  the  agreements  as 
an  adjustment  to  the  yield  of  the  matched  financial  instrument. 

(c)  Futures  Contract  Gains  and  Losses 

Realized  and  unrealized  gains  and  losses  on  interest  rate  futures  contracts,  used  in  conjunction  with  on-balance- 
sheet  assets  to  create  'synthetic*  fixed  and  floating  rale  investments,  are  deferred  and  amortized  as  an 
adjustment  to  interest  income  or  expense  over  the  remaining  life  of  the  matdied  financial  instrument. 
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(d)  Repurchase  and  Rerene  Repurchase  Agreements 

On  befaalfofmemben  and  for  its  own  account,  U.S.  Central  obtains  funds  by  executing  sales  of  securities  under 
agreements  to  repurchase  (reverse  repurchase  agreements).  Member  securities  used  in  these  transactions  are 
generally  acquired  from  members  under  purchases  with  agreements  to  resell  (repurchase  agreen>ents).  The 
sectuilies  imderiying  these  agreements  are  delivered  by  appropriate  entry  into  the  counterparties'  accounts. 
Dunag  the  contract  period,  U.S.  Central  records  income  from  its  securities  or  repurchase  agreements  with 
members  and  records  interest  expense  on  the  reverse  rqnirchase  agreements. 

(e)  Centra]  Liquidity  Facility 

The  Central  Liquidity  Facility  (CLF)  is  a  mixed-ownership  government  corporation  imder  the  Government 
Corporation  Control  Act  that  exists  within  the  National  Credit  Union  Administratioo  (NCUA)  and  is  managed 
by  the  NCUA  Board.  The  CLF  provides  a  source  of  credit  to  credit  unions  when  fimds  are  not  available  from 
traditional  sources.  U.S.  Central  invests  in  Central  Liquidity  Facility  stock  on  behalf  of  its  members.  This 
inve:ftment  is  funded  by  U.S.  Central's  members  and  a  corresponding  amount  is  included  in  members'  share 
accounts  (see  Note  7).  Dividends  earned  on  this  stock  are  credited  directly  to  the  applicable  members'  share 
accounts. 

(0  Loans 

Loans  are  stated  at  the  amount  of  the  unpaid  principal  balance.  Interest  on  loans  to  members  is  recognized  on 
the  accrual  basis. 

(g)  Depredation 

Furniture,  fixtures,  equipment  and  leasehold  improvements  are  depreciated  or  amortized  over  the  estimated 
useful  lives  of  the  asset  or  related  leases. 

(h)  Income  Taxes 

No  provision  for  income  taxes  is  included  in  the  accompanying  finaiicial  statements  because  U.S.  Centra]  is 
exempt  from  federal  income  taxes  under  Section  S0I(cX14)  of  die  Internal  Revenue  Code. 

(i)  Reserring  Policy 

U.S.  Centra]  builds  its  reserves  and  undivided  earnings  through  montlily  transfers.  The  reserves  and  imdivided 
earnings  contribute  to  the  safety  and  soundness  of  U.S.  Central's  daily  operations.  The  regulatory  reserves  are 
maintained  to  provide  for  tlie  financial  stability  of  U.S.  Central.  The  regulatory  reserve  transfer  requirements 
are  specified  by  the  Kansas  Credit  Union  Act  and  Part  704  of  tlie  National  Credit  Union  Administration  (NCUA) 
Rules  and  Regtiladons.  Under  agreement  with  tlie  NCUA,  U.S.  Central  reserves  10  basis  points  on  average 
daily  net  assets  as  defined  by  Part  704.  The  unallocated  reserves  and  research  and  development  reserves  were 
established  at  the  discretion  of  the  U.S.  Central  Board  of  Directors.  The  research  and  development  reserves 
were  established  to  provide  for  enhancements  to  the  common  data  processing  system  of  the  Corporate  Credit 
Union  Network  and  other  systems  development  projects.  Undivided  earnings  represent  the  balances  remaining 
after  these  appropriations. 

(i)  CNBS  Holdiiv  Company,  Inc 

For  purposes  of  montlily  financial  reporting,  U.S.  Central's  investment  in  CNBS  Holding  Company,  Inc.  is 
accounted  for  using  the  equity  method.  U.S.  Central's  share  of  CNBS  Holding  Company,  Inc  earnings  or 
losses  is  included  in  the  Statement  of  Operations  and  the  investment  in  CNBS  Holding  Company.  Inc.  is 
included  in  Other  Assets  of  the  Balance  Sheet 


Note  3  -  Investments 

Market  values  of  securities  are  determined  based  on  market  or  dealer  quotes,  if  available,  or  present  value  estimates 
based  on  current  rates  for  comparable  instruments  with  comparable  maturities  and  credit  risk,  and  are  disclosed 
annually.  U.S.  Central's  policy  of  matching  the  maturity  and  dollar  amounts  of  its  sources  and  uses  of  funds 
reduces  interest  rate  and  liquidity  risk  in  its  portfolio. 
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Note  4  •  Repurchase  Agreements 

Rqiurchase  agreements  represent  purchases  of  securities  under  agreements  to  resell  the  same  securities  at  a  fiitufe 
date  (usually  1  to  90  days)  at  a  predetennined  sales  price.  The  securities  underlying  the  agreements  were  delivered 
by  appropriate  entry  into  U.S.  Central's  account  at  the  Federal  Reserve  Bank,  or  were  maintained  by  a  third  party 
custodian. 


Note  5  -  Commercial  Paper  and  Notes  Payable 

U.S.  Central's  Board  of  Director's  authorized  the  issuance  of  up  to  $1,000,000,000  in  combined  commercial  paper 
and  medium-term  notes.  The  commercial  paper  program  received  the  highest  short-term  debt  ratings  of  A-1  +  by 
Standard  and  Poor's.  P-1  by  Moody's  Investors  Services,  and  TBW-1  by  Thomson  BankWatch.  Principal 
outstanding  on  commercial  paper  cannot  exceed  S6S0.000.000  and  bears  interest  at  current  market  rUes.  with 
varying  maturities  not  exceeding  270  days  from  date  of  issuance.  Commercial  paper  outstanding  was  $648,921 ,000 
as  of  December  31.  1993.  As  part  of  the  commercial  paper  program.  U.S.  Central  iMintaint  credit  lines  with 
ceruin  commercial  banks.  As  of  December  31.  1993.  U.S.  Central  had  unused  credit  lines  for  this  puipose  totaling 
$4S0,000.000. 

The  medium-term  note  program  received  the  highest  long-tenn  debt  ratings  of  AAA  by  Standard  &  Poor's,  Fitch, 
and  Thomson  BankWatch,  and  the  second  highest  rating  of  Aal  by  Moody's  Investor's  Services.  Principal 
outstanding  on  medium-tenn  notes  cannot  exceed  $1,000,000,000  and  bears  interest  at  current  market  rates,  with 
maturities  that  range  from  nine  months  to  forty  years.  As  of  December  31,  1993,  medium-term  notes  outstanding 
were  $9,966,000. 


Note  6  -  Reverse  Repurchase  Agreements 

Reverse  repurchase  agreements  represent  securities  sold  under  agreements  to  repurchase  the  same  securities  at  a 
future  date  and  predetennined  sales  price  which  are  reflected  as  liabilities  in  the  balance  sheet.  The  securities 
underlying  the  agreements  were  delivered  by  appropriate  entry  into  the  counterparties'  accounts.  During  the 
contract  period,  with  the  excq>tion  of  bonds  borrowed  agreements  discussed  below,  U.S.  Central  records  income 
from  its  securities  or  repurchase  agreements  with  members  and  records  interest  expense  on  these  transactions. 
Interest  rates  in  effect  approximate  current  market  interest  rates. 

Securities  owned  by  U.S.  Central  which  have  been  sold  under  agreements  to  repurchase  had  a  cost  of 
$1,351,689,000  which  ^proximates  market  value  at  December  31,  1993.  The  dollar  amount  of  the  securities 
underlying  these  agreements  remains  in  the  applicable  U.S.  Central  asset  accounts.  Additionally,  securities  acquired 
by  U.S.  Central  under  repurchase  agreements  with  members  have  been  sold  under  reverse  repurchase  agreements 
with  third  parties. 

Other  securities  acquired  by  U.S.  Central  from  members  have  been  sold  to  third  parties  with  the  agreemeats  that 
U.S.  Central  will  repay  the  member  with  principal  and  interest  at  a  later  date.  The  securities  underlying  tbeae 
agreemeats  remain  in  the  applicable  asset  accounts  of  members  and  are  reflected  in  U.S.  Central's  balance  sheet 
as  repurchase  agreements  with  members  with  a  book  value  of  $1,659,965,000  as  of  December  31,  1993. 

Additionally,  under  bonds  borrowed  agreements,  members  lend  securities  to  U.S.  Central  for  a  fee.  U.S.  Central 
has  used  securities  under  this  program  aggregating  $1,068,808,000  as  of  December  31,  1993  as  collateral  for 
reverse  repurchase  agreements.  The  securities  underiying  these  agreements  are  not  included  in  the  accompanying 
fmancial  sutements  because  the  members  retain  the  rights  of  ownership. 
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Note  7  -  Members'  Share  and  Certificate  Accounts,  Membsership  Shares  Accounts 

The  balincwi  of  the  various  types  of  members'  share  accounts  which  are  renected  in  the  balance  sheet  are  as  follows 
(in  thousands): 

December  31.  1993 

Daily  Shares  $  S.132474 

Share  Certificates  14,874.132 

CLFStock  570.764 

^0-S77.470 

Daily  shares  are  readily  accessible  and  pay  dividends  either  daily  or  monthly.  Membership  dtares  represent  the 
investment  required  for  membership  in  U.S.  Central.  Membership  shares  are  limited  as  to  withdrawal  and  pay 
dividends  monthly,  effective  the  first  business  day  of  the  following  month.  Share  certificaus  are  written  with 
specific  maturities  and  dividend  rates.  Share  certificate  dividend  payments  vary  according  to  the  type  of  certificate 
issued  and  length  of  maturity.  Claims  by  creditors,  both  secured  and  unsecured,  have  priority,  in  the  event  of 
liquidation,  over  all  shares  held  by  memben. 

Note  8  -  Financial  Instruments  with  OfT-Balance-Sheet  Rislc 

In  the  normal  course  of  business,  U.S.  Central  engages  in  activities  involving  off-balance-sheet  risk.  Commitments 
to  extend  credit  and  standby  letters  of  credit  are  offered  to  members  to  assist  them  in  their  liquidity  and  borrowing 
arrangements.  Interest  rate  swaps  and  interest  rate  fiitures  are  used  in  conjunction  with  on-balance-sheet  assets  to 
structure  'synthetic  assets'  that  will  meet  specific  asset/liability  needs  of  U.S.  Ceatnd  and  its  members.  These 
instruments  involve,  to  varying  degrees,  elements  of  credit  and  interest  rate  ride  in  excess  of  the  amount  recognized 
in  the  balance  sheet.  The  contract  or  notional  amounts  of  these  instruments  reflect  the  extent  of  involvement 
U.S.  Central  has  in  particular  classes  of  financia]  instruments. 

The  principal  ofT-balance-sbeet  financial  instruments  of  U.S.  Central  are  as  follows: 

Loan  Commitinents  and  Letters  of  Credit 

U.S.  Central  has  unfunded  commitments  to  extend  credit  to  members  who  are  in  compliance  with  predetermined 
contractual  conditions.  U.S.  Central  principally  provides  the  following  types  of  loans  which  allow  members  to 
borrow  fiinds  under  their  line  of  credit  agreements:  demand  loans  with  variable  interest  rates,  and  term  loans  under 
fixed  terms  with  fixed  or  variable  rates.  Loans  are  generally  collateralized  by  shares  or  share  certificates  on  deposit 
with  U.S.  Cenu-al,  or  mortgages.  U.S.  Central  has  extended  open  lines  of  credit  to  members  of  $5,201,000,000 
as  of  December  31,  1993.   Loans  outstanding  under  these  lines  were  $96,553,175  as  of  December  31,  1993. 

Staiulby  letters  of  credit  are  cooditiooal  commitments  to  guarantee  the  performance  of  a  member  or  credit  union 
to  a  third  party  in  borrowing  arrangements.  U.S.  Cen^  has  issued  two  standby  letters  of  credit  sufiporting 
Industrial  Revenue  Bonds  issued  by  certain  credit  unions,  a  standby  letter  of  credit  to  VISA  USA,  Inc.  on  behalf 
of  corporetes  and  their  member  credit  unions,  and  standby  letters  of  credit  on  behalf  of  Iowa  credit  unions  to 
collateralize  the  deposit  of  public  funds.  All  standby  letters  of  credit  are  fully  collateralized  by  shares  and  share 
certificates  on  deposit  with  U.S.  Central. 

U.S.  Central's  exposure  to  credit  loss  in  the  event  of  non-performance  by  the  counterparty  to  the  loan  commitment 
or  letter  of  credit  is  represented  by  the  contractual  amount  of  those  instruments.  U.S.  Central  uses  the  same  credit 
policies  in  making  commitments  and  conditional  obligations  as  it  does  for  on-balance  sheet  instruments,  and  all  such 
commitments  are  subject  to  credit  limitations  established  by  the  Credit  Committee  and  Board  of  Directors. 
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Financial  Futures 

U.S.  Central  uses  exchange-tiaded  finincial  futures  in  conjunction  with  on-balance-sheet  assets  to  create  specific 
fixed  and  floating  rate  'synthetic  assets.*  These  synthetic  assets  are  used  in  the  various  portfolios  much  like  other 
fixed  and  floating  rate  assets  that  do  not  involve  use  of  futures.  Financial  futures  contracts  obligate  the  buyer  to 
take,  and  the  seller  to  make,  deliveiy  of  a  specified  quantity  of  financial  instniments  for  a  specified  price  at  a 
specified  date.  Although  some  futures  contracts  require  actual  delivery  of  a  payment  for  financial  instrummts,  these 
types  of  contracts  usually  are  closed  out  before  the  delivery  date  by  entering  into  an  ofEsetting  contract.  When  a 
financial  futures  contract  is  originated,  U.S.  Central  is  required  to  deposit  a  percentage  of  (be  value  of  die  fiitures 
contract  in  cash  or  U.S.  Goverament  securities  (the  initial  margin)  >vfaich  will  be  held  by  the  wistodian  in  a 
segregated  account  for  the  broker  as  collateral  on  opoi  futures  contracts.  Subsequently,  U.S.  Central  takes  or 
makes  delivery  of  cash  equal  to  die  product  of  the  contract  value  and  the  difference  between  the  market  value  of 
the  financial  fiiture  and  its  purchase  price.  These  payments,  called  'variation  margin,*  are  recorded  as  deferred 
gains  or  losses  on  financial  futures  contracts  and  are  amortized  as  an  adjustment  to  income/expense  over  the 
remaining  life  of  the  underiying  asset  or  liability.  Asof  December  31,  1993,  U.S.  Central  has  522  open  financial 
futures  contracts  with  a  five  value  of  $2,442,000,000.  Net  deferred  gains  in  the  aggregate  amount  of  $15,000  were 
included  in  other  liabilities  as  of  December  31,  1993. 

Credit  risk  on  financial  fiitures  contracts,  in  the  event  of  non-performance  by  the  counterparty,  is  considered 
minimal  as  the  contracts  are  exchange-traded  and  require  daily  cash  settlement  The  fiice  values  of  these  contracts 
are  used  to  represent  volumes  of  these  transactions  and  the  amounts  subject  to  credit  risk  would  be  much  less  than 
those  amounts. 

Interest  Rate  Swaps  and  Inlcrest  Rate  Caps 

U.S.  Central  uses  interest  rate  swaps  and  interest  rate  caps  in  conjunction  with  on-balanoe-sheet  assets  to  create 
specific  fixed  and  floating  rate  'synthetic  assets.  *  These  synthetic  assets  are  used  in  the  various  portfolios  much 
like  other  fixed  and  floating  rate  assets  that  do  not  involve  the  use  of  interest  rate  swaps  or  caps. 

As  of  December  31,  1993,  U.S.  Central  has  outstanding  98  interest  rate  swap  and  cap  agreements  with  aggregate 
notional  amounts  of  $4,316,950,000.  The  net  payable  due  under  these  contracts  was  $4,316,000  as  of  December 
31,  1993.  The  net  settlement  on  interest  rate  swaps  and  caps  is  accrued  as  an  adjustment  to  yield  on  the  underiying 
asset.  The  interest  rate  sw^i  and  cap  agreements  mature  at  the  same  time  as  the  related  asset  or  liability  matures. 

U.S.  Central  is  subject  to  credit  risk  on  interest  rate  swap  and  cap  agreements  should  the  counterparty  be  unable 
to  perform.  However,  notional  amounts  of  interest  rate  swap  and  cap  agreements  are  used  to  express  volumes  of 
these  transactions  and  the  amounts  subject  to  credit  risk  would  be  much  less  than  those  amounts.  U.S.  Central 
maiMges  the  credit  risk  related  to  its  interest  rate  swap  and  cap  activities  through  credit  approvals,  limits  and 
monitoring  procedures. 

Note  9  -  CNBS  Holdins  Company,  Inc. 

Total  assets  and  liabilities  of  CNBS  Holding  Company,  Inc.  aggregated  $4,959,000  and  $666,000,  reflectively  as 
of  December  31,  1993.  Net  income  for  the  month  ended  December  31,  1993  was  $8,000,  of  wdiicli  $6,000  was 
U.S.  Central's  portion. 
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Note  10  •  Classification  of  Members'  Share  Accounts 

Members'  share  accounts  are  classified  as  equity  to  denote  the  ownership  interest  of  the  members.  This 
classification  is  in  accordance  with  Kansas  Law.  Management  disagrees  with  the  AICPA  Audit  and  Accounting 
Guide  Audits  of  Credit  Unions  requirement  that  'shares,  share  drafts,  share  certificates,  and  other  fonns  of 
meuibers'  dqxjsits,  aldiougfa  often  defined  as  equity  by  regulatory  authorities,  are  deposits  and  should  be  shown 
as  liabilities  on  the  statement  of  financia]  condition.*  Management  believes  that  the  AICPA  erred  in  not 
understanding  that  credit  unions  are  fundamentally  dissimilar  from  other  financial  institutions.  For  example,  all 
members'  share  accounts  are  subordinated  to  claims  of  creditors  unlike  deposits  in  banks  or  savings  and  loan 
institutioos. 


Note  11  •  Effect  of  Timing  Differences  Relating  to  Income  Earned  and  Dividends  Paid 

Certain  accounting  differences  exist  between  the  time  income  is  reported  in  the  financial  statements  and  when  the 
income  is  distributed  to  members  in  the  form  of  dividends.  Most  notably,  gains  and  losses  on  sales  of  investment 
securities  are  recorded  at  the  time  of  sale.  However,  the  distribution  of  these  gains  or  losses  to  members  is  deferred 
and  amortized  over  the  original  maturity  of  the  securities  sold,  in  order  to  smooth  the  earnings  process  for  ntembers. 
For  die  twelve  months  ended  December  31,  1993,  U.S.  Central  recognized  $16,736,000  in  net  gains  on  sales  of 
investments  of  which  $10,906,000  has  been  paid  to  members  as  dividends.  Deferred  gains  and  losses  are  included 
in  undivided  earnings  imtil  the  time  when  they  are  amortized  and  paid  as  dividends  to  members.  The  foUovnng 
illustrates  the  future  distributi(»  of  imamottized  net  gains  payable  to  members: 


Three  months  ending: 

Mardi  31,  1994 

2.236.000 

June  30,  1994 

1.456.000 

September  30,  1994 

799,000 

December  31,  1994 

764.000 

Year  ending: 

December  31,  199S 

973.000 

December  31.  1996 

738.000 

December  31,  1997 

(147.000) 

December  31,  1998 

(235.000) 

Thereafter 

r347.0001 

Total 

$  6.237.000 
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SECTION  1:  EXECUTIVE  SUMMARY 


BACKGROUND 


BEI  Golembe,  Inc.  (BEIG)  was  engaged  in  November  1992  by  the 
Association  of  Credit  Union  League  Executives  (ACULE) 
Corporate  Fonun  to  evaluate  the  Corporate  Credit  Union  Network 
(CCUN). 

The  scope  of  the  engagement  has  been  to  evaluate  the  effectiveness 
of  the  two  main  components  of  the  CCUN  -  corporate  credit  unions 
(corporates)  and  U.S.  Central  -  in  serving  natural  person  credit 
imions,  within  the  context  of  a  changing  financial  services 
industry. 


PRINCIPAL 
QUESTIONS 


The  principal  questions  to  be  answered,  within  the  context  of  the 
future  financial  service  environment,  are 

•  What  market  segments  will  corporates  serve? 

•  What  products  and  services  will  they  be  expected  to  offer? 

•  What  capabilities  will  corporates  need  to  have? 

•  What  alternative  CCUN  organizational  structures  would  best 
serve  credit  unions,  within  the  future  environment? 
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SECTION  1:  EXECUTIVE  SUMMARY 
METHODOLOGY 


MULTI-PHASED 
PROCESS 


The  project  was  overseen  by  Mr.  Marc  Houston  (WesCorp)  and  a 
committee  of  seven  representatives  of  the  Corporate  Forum  and 
U.S.  Central.  Over  a  six-month  time  p>eriod,  the  project  proceeded 
through  the  following  four  phases: 

•  Preliminaiy  interviews  with  committee  members,  seven  selected 
corporates  in  different  size  ranges,  and  three  credit  unions 
(twenty-one  in  all)  per  corporate 

*  A  mail  survey  of  42  corporates  and  420  credit  unions 

•  A  summary  of  m^or  trends  in  the  financial  services  industiy, 
drawn  from  BEIG's  broad  experience  in  the  field,  and 

*  Analysis  of  data  collected,  and  integration  with  secondary 
research  material. 


SURVEY  DESIGN 


All  42  corporates  were  surveyed  by  mail.  Ten  credit  unions  were 
selected  to  be  representative  of  the  total  universe  of  credit  unions 
in  the  area  served  by  each  corporate,  for  a  total  of  420  credit 
unions  surveyed.  Of  the  42  corporates,  36  responded  to  the  survey, 
a  response  rate  of  85.7  percent.  Of  the  420  credit  luiions,  187 
responded,  a  response  rate  of  44.5  percent. 


LOGIC  OF  THE 
ANALYSIS  AND 
THE  REPORT 


The  logic  of  the  analytical  process  used  and  of  this  report  is 
summarized  on  the  next  page.  Sections  2,  3,  4,  and  5  describe 
current  issues,  future  industiy  trends,  and  survey  results;  all  of 
this  information  is  used  to  draw  conclusions  in  Section  6,  which 
are  summarized  in  this  Executive  Summary  (Section  1). 


Continued 
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SECTION  J:  EXECUTIVE  SUMMARY 
METHODOLOGY,   Continued 


LOGIC  OF  THE 
ANALYSIS  AND 
THE  REPORT 


The  logic  of  the  analytical  process  used  is  suininarized  in  the  chart 
below. 


REPORT  LOGIC 


neiGOLBVBE 

A  Division  of  EDS 


Pages 


363 


SECTION  1:  EXECUTIVE  SUMMARY 

PRINCIPAL  FINDE«^GS:  MARKET  SEGMENTS 


INTRODUCTION 


Corporate  credit  unions  cxirrently  serve  credit  unions  within 
designated  state  or  multi-state  areas.  In  the  future  financial 
services  environment,  the  market  segments  served  by  corporates 
will  change  to  some  degree,  influenced  primarily  by  changes  in  the 
service  delivery  and  operational  practices  of  credit  unions,  which 
will  be  in  turn  determined  by  service  purchasing  habits  of 
consumers. 


CHANGES  IN 
CREDIT  UNION 
SERVICE  PROVISION 


Consumers  of  financial  services  will  demand  more  convenience  and 
higher  service  quality  from  financial  institutions,  and  credit  unions 
will  respond  to  these  demands.  The  aging  of  the  population  will 
produce  a  larger  customer  segment  interested  in  investment 
products. 

An  increasing  number  of  customer  segments  will  obtain  services 
from  alternative  delivery  mechanisms  such  as  advanced  function 
ATMs,  point  of  sale  terminals,  and  telephone  or  personal  compute 
based  systems.  This  shift  in  demand  will  change  the  ways  in 
which  corporates  segment  their  own  markets,  since  individual 
credit  unions  will  approach  consximers  with  different  strategies. 

Continui 
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SECTION  1:  EXECUTIVE  SUMMARY 

PRINCIPAL  FINDINGS:  MARKET  SEGMENTS,  Continued 


CHANGES  IN 
CREDIT  UNION 
PURCHASING 
BEHAVIOR 


Ninety-eight  percent  of  the  credit  unions  responding  to  our  survey 
are  members  of  a  corporate  credit  union.  Of  all  the  respondents, 
11.5  percent  reported  membership  in  more  than  one  corporate, 
with  largercre_dit  unionsjoostjikely  to  belong  to  more  than  one 
corporate.  This  will  increase  over  time.  Larger  credit  unions  are 
more  likely  to  purchase  services  from  direct  competitors  of 
corporates,  and  are  less  likely  to  view  corporates  as  having 
competitive  advantages^ 


Since  credit  unions,  like  other  types  of  fmancial  institution,  are 
imdergoing  a  continual  consolidation  into  fewer,  larger  units,  the 
findings  above  would  indicate  that  each  corporate  will  eqjoy  lessjif 
a  protected  market,  as  time  passes.  This  conclusion  is  supported 
by  survey  findings  on  criteria  used  by  credit  unions  in  selecting 
survey  providers.  While  accuracy,  safety,  yield,  and  quality  all 
ranked  high,  the  credit  union  industry  tie  that  exists  between 
credit  imions  and  corporates  ranked  least  important. 


A  M- 


Three^out  of  five  credit  imions  see  advantages  in  mergers  among 
corporitis,"  with  larger  credit  unions  feeling"  the  most  strongly. 
Advantages  from  corporate  mergers  seen  by  credit  unions  include 
lower.service  cost,  more  products  and  services  and^greater^     -  — 
^expertise^  well  as  safety. 


This  finding  links  the  market  segment  issue  to  the  structural  issue 
discussed  late  in  this  section;  corporates  could  lose  strength  with 
the  larger  credit  union  segment  unless  they  gain  the  size  necessary 
to  support  greater  service  efficiencieg) broader  services,  and 
increased  staff  expertise. 


Continued 
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SECTION  1:  EXECUTIVE  SUMMARY 

PRINCIPAL  FINDINGS:  MARKET  SEGMENTS,  Contiimtd 


FUTURE  MARKET 
SEGMENTS  FOR 
CORPORATES 


In  the  future,  corporates  will  face  ten  credit  union  market 
segments,  as  shown  in  the  following  table.  Credit  unions,  as  the 
customers  of  corporates,  will  have  different  demand  profiles, 
depending  on  size,  processing  environment  (in-house  vs. 
outsourced),  geographic  scope,  and  full  vs.  specialized  service. 


SERVICE 

SERVICE       ' 

Larger,  with  ia-house  processing 

Multi-state 

X 

X 

Local 

X 

X 

Larger,  who  outsource  processisg                                                                      | 

Multi-state 

X 

X 

Local 

X 

X 

Smaller,  who  outsource  processing 

X 

X 

Each  corporate  will  have  to  develop  a  strategy  for  addressing  (or 
not  addressing)  the  needs  of  each  segment. 
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SECTION  1:  EXECUTIVE  SUMMARY 

PRINCIPAL  FDWINGS:  PRODUCTS  AND  SERVICES,  Continued 


FINANCIAL 
SERVICE  TRENDS 


Given  trends  in  the  financial  service  industry,  the  demand  for 
investment  brokerage  products  will  increase  dramatically,  along 
with  the  demand  for  personal  asset  management  and  investment 
advice.  These  are  areas  where  the  CCUN  must  develop  new 
offerings  in  support  of  credit  tinions,  if  it  is  to  help  credit  unions 
remain  competitive.  The  CCUN  has  already  implemented  one 
such  initiative,  by  sponsoring  CNBS. 

Given  the  prevailing  cautious  credit  union  attitude  toward  risk 
taken  by  corporates  (see  page  23),  ofT-balance  sheet  services  like 
brokerage  and  related  investment  services  are  a  way  to  serve 
customer  demand  while  limiting  risk.  The  needs  of  credit  unions 
for  higher  investment  yields  simply  mirror  their  own  customers'  \ 
needs.  Credit  unions  will  need  off-balance  sheet  products,  as  well  y 
as  more  asset/UabiUty  management  assistance.  y 

As  information  technology  increases  in  complexity  and 
sophistication,  corporates  miist  strengthen  their  abilities  to 
provide  processing,  settlement,  and  communication  services.  The 
fmdings  above  show  that  corporates  have  already  established  a 
strong  niche  in  automated  settlement  services,  but  do  not 
command  a  strong  position  in  share  draft  processing.  Corporates 
who  choose  to  compete  in  this  arena  will  have  to  invest  heavily  or 
fmd  ways  to  share  the  costs  of  new  technology  (such  as  imaging) 
with  partners. 

These  fmdings  on  service  demand  translate  directly  into  the  next 
issue  -  that  of  capabilities  that  will  be  needed  by  corporates  in  the 
future. 

Continued 
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SECTION  1:  EXECUTIVE  SUMMARY 

PRINCIPAL  FINDINGS:  PRODUCTS  AND  SERVICES,  Continued 


SUMMARY: 
PRODUCTS 
AND  SERVICE 
NEEDED 


Principal  trends  in  product  and  service  demand  by  credit  unions 
from  corporates  will  emphasize: 

•  Information  technology  services:  processing  (including  imaging) 
and  communications 

•  Investment  and  asset  management  products 

•  New  consumer  loan  products,  and 

•  Combinations  of  the  above. 
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SECTION  1:  EXECUTIVE  SUMMARY 

PRDMCIPAL  FINDINGS:  PRODUCTS  AND  SERVICES 


INTRODUCTION 


The  changes  in  consumer  demand  disoissed  earlier  will  change  the 
demand  for  products  and  services  supplied  by  corporate  credit 
unions.  Survey  results  give  some  indication  of  how  credit  union 
demand  may  change  in  the  future.  However,  credit  unions  cannot 
fully  predict  what  their  future  demand  will  be,  and  financial 
service  industry  trends  must  be  relied  upon. 


CURRENT  VS. 

FUTURE 

CREDIT  UNION  USAGE 

OF  CORPORATE 

SERVICES 


The  percentage  of  credit  imions  that  currently  purchase  various 
services  from  corporates  ranges  from  a  high  of  72  percent  for 
credit  Unes,  65  percent  for  share  certificates  and  term  loans, 
62  percent  for  overnight  investments,  and  from  14  percent  to 
52  percent  for  various  correspondent  services. 


Continued 


IKIGOLBveE 

A  Division  of  EDS 


Page? 


369 


SECTION  1:  EXECUTIVE  SUMMARY 

PRINCIPAL  FINDINGS:  PRODUCTS  AND  SERVICES,  Continued 


CURRENT  VS. 
FXrrURE  CREDIT 
UNION  USAGE 

(Continued) 


The  following  table  compares  the  percentage  of  credit  unions 
currently  purchasing  specific  services  from  corporates  to  those 
having  considered  other  providers  (97  percent  of  which  actually 
bou^t  at  least  one  service  from  an  alternative  provider). 


A' 


■  "?  "«oimiMj'  vKni'iAiiUAi^iijfvu.mB  -                               | 

tmtviuu 

'^-  -oawo 

C0BPOBA3XS 

X     -  -SAVE 

oauBnstBXD 

Credit  Unas 

72 

so 

Term  Inv«(tment« 

65 

75 

Ovemigfat  Invactments 

62 

54 

Investment  Brokerage 

4 

53 

ACH 

S2 

47 

Automat«d  Settlement 

60 

22 

Share  Draft  Processing 

25 

58 

A  high  percentage  of  credit  unions  have  both  used  corporates  and 
considered  using  competitors  for  term  and  overnight  deposits.  For 
brokerage  services,  a  very  low  percentage  has  used  corporates, 
compared  to  a  high  percentage  using  competitors.  In  share  draft 
processing,  over  twice  as  many  credit  unions  use  competitors  than 
corporates.  In  those  cases  where  corporates  do  not  provide  the 
service,  the  likelihood  of  purchasing  from  the  corporate  if  the==^ 
services  were  offered  is  only  low  to  moderate.  However,  92  percent 

of  credit  unions  said  that  they  are  willing  to  purchase  services - 

through  the  CCUN  when  the  seryiceis  priced  competitively. 
Clearly,  for  a  credit  unioh-to  buy  from  a  corporate,  the  service  has 
to  be  offered,  at  a  competitive  quality  level,  and  the  price  must  be 
competitive. 


.  C 


Continued . 


\    ^■ 


vr 


IKIGOLBVBE 

A  Division  of  EDS 


Pages 


370 


SECTION  1:  EXECUTIVE  SUMMARY 

CAPABILrnES  THAT  WILL  BE  NEEDED  BY  CORPORATES 


INTRODUCTION 


Both  future  service  demand  and  the  pace  of  technological  change, 
along  \with  competitive  trends,  provide  the  blueprint  for 
capabilities  that  corporates  will  need.  The  foregoing  pages  have 
made  the  case  for  corporates  needing  broader  and  more  complex 
service  offerings,  lower  prices,  and  higher  3rields  in  order  to 
compete,  particularly  for  business  from  larger  credit  unions. 
However,  certain  corporates  may  choose  to  invest  in  specialized 
"niche"  capabilities.  In  addition  to  a  choice  between  narrow  vs. 
broad  capabilities,  corporates  will  increasingly  face  a  choice 
between  "making"  and  "bujdng"  •  between  producing  services 
in-house  vs.  relying  on  the  specialized  strengths  of  external 
providers. 


Continued 
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SECTION  1:  EXECUTIVE  SUMMARY 

CAPABILITIES  THAT  WILL  BE  NEEDED  BY  CORPORATES,  Continutd 


CREDIT  UNION 
DEMAND  FOR 
CAPABILmES 


The  Burvey  findings  have  indicated  that  credit  unions  look  for 
safety,  accuracy,  competitive  price/yield,  and  service  quality  from 
corporates.  Larger  credit  unions  in  particular  put  a  high  premium 
on  investment  in  technology  and  new  products. 


^AMBnnnts  UKtBysT^^aBtxrvtaottsiis  taeoftua/ToTifraKB  success 


gCy  ^^^-ymwAni w'ntgt  -  ,  ,-,x-  v"' 


t9M0emm 


:tanoNs  ASSET 

SIZE 
OVERSOOmBi 


New  consumer  loan 
products  and  services 


72 


69 


92 


New  consumer  deposit  and 
investment  services 


44 


44 


58 


Significant  investment  in 
technology 


35 


44 


50 


Corporates  must  decide  individually  which  capabilities  to  invest  in 
and  emphasize.  However,  in  addition  to  these  individual  decisions, 
the  CCUN  as  a  whole  should  have  a  coordinated  mechanism  for 
planning  to  meet  credit  imion  system  needs.  As  expressed  below 
under  "alternative  structures,"  there  is  great  potential  strength  in  a 
fully  cooperative  CCUN. 
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SECTION  1:  EXECUTIVE  SUMMARY 

PRINCIPAL  FINDINGS:  ALTERNATIVE  ORGANIZATIONAL  STRUCTURES, 

Continued 


DIFFERENCES  OF 
OPINION  AMONG 
CORPORATES 


To  illustrate  the  differences  of  opinion  on  structurally  related 
issues,  the  following  tables  stunmarize  the  survey  returns  from 
corporates  on  two  questions. 

•  Is  the  Board  structure  and  governance  of  U.S.  Central 
appropriate  to  meet  the  needs  of  your  member  credit  unions? 

•  Are  you  satisfied  with  the  relationship  between  ACULE  and  the 
Corporate  Forum? 


vscsTKucnns 

AP1>BOPIlUTBrOB 

eispomm: 

-    '    ' 

BtvaauTtDt         1 

< 

JOO     .: 

■  '«00"  ' 

.':«00 

IMO*     1            ) 

.5::  to        ■- 

Y«* 

42.9 

66.7 

65.6 

36.4 

0.0 

73.7 

6.3 

No 

67.1 

33.3 

44.4 

636 

1000 

26.3 

93.8 

BKimFteovtiHAXViacr 

BELA-nO>aRIP 

orvouu. 
SBBPOMBE 

C'  :MacracB 

.MDiMineoM'nto      j 

< 

•00 

«o« 

<oo 

HOO 

IS«» 

■J 

ra 

Y« 

34.3 

44.3 

65.6 

27.3 

0.0 

67.9 

6.3 

No 

65.7 

65.6 

44.4 

72.7 

100.0 

42.1 

93.8 
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SECTION  1:  EXECUTIVE  SUMMARY 

PRINCIPAL  FINDINGS:  ALTERNATIVE  ORGANIZATIONAL  STRUCTURES, 

Continued 


ALTERNATIVE 
STRUCTURES 


At  this  stage  of  the  CCUN's  evolution,  there  appear  to  be  five 
major  alternative  organizational  structures  available: 

•  The  current  three-tiered  sj^stem,  with  42  corporates 

•  The  current  system,  modified  to  allow  for  U.S.  Central  to  serve 
natural  person  credit  unions  directly  where  demand  exists  and 
the  corporate  cannot  serve  the  need 

•  The  current  three-tiered  system,  with  fewer  corporates,  which 
would  be  implemented  by  mergers  among  corporates  on  a 
regional  basis 

•  A  three-tiered  sj^tem  in  which  some  corporates  would  become 
branches  of  U.S.  Central,  and 

•  The  current  system,  with  the  formation  of  credit  union  service 
organizations  jointly  owned  by  corporates  and  U.S.  Central  to 
achieve  economies  of  scale  without  formal  mergers. 
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CORPORATE 
EVALUATION  OF 
THEIR  OWN 
CAPABILJTIES 


In  comparison  to  what  credit  imions  will  demand  in  capabilities, 
the  corporates  surveyed  provided  an  evaluation  of  their  own 
capabilities;  corporates  generally  rated  themselves  as  having  a 
strong  competitive  advantage  in  quality,  responsiveness, 
personnel,  price,  cost,  and  rate.  However,  these  self-evaluations 
scored  only  moderately  high  on  price,  cost,  and  rate  in 
deposit/investment  services. 

More  and  broader  capabilities  are  usually  associated  with  greater 
corporate  size.  Seventy-six  percent  of  corporates  said  that  there 
would  be  advantages  in  combining  corporates  into  larger  ones. 
While  larger  corporates  are  more  likely  to  say  this,  63  percent  of 
corporates  under  $300  million  in  assets,  and  67  percent  of  those 
with  assets  between  $300  miUion  and  $500  miUion  agree.  The 
biggest  advantages  cited  are  lower  imit  cost,  better  rates,  broader 
product  offerings,  and  better  service  -  the  same  responses  given  by 
credit  unions  who  asked  the  same  question. 


THE  MAKE  VS. 
BUY  DECISION 


Just  as  large  credit  unions  have  tended  to  build  in-house 
processing  capabilities  as  they  become  larger,  so  have  the  larger 
corporates  initiated  in-house  development  of  technology-based 
services.  In  the  fmancial  services  industry  overall,  there  is  a 
definite  countertrend,  as  large  banks  and  non-banks  have 
increasingly  sought  alliances  with  larger  specialized  information 
technology  firms.  In  the  future,  corporates  should  consider  ways 
to  share  technology  investment  with  each  other,  with  U.S.  Central, 
and  with  outside  providers,  if  they  want  to  take  advantage  of  the 
scale  economies  inherent  in  such  cooperative  ventures  within  the 
CCUN. 
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PRINCIPAL  FINDINGS:  ALTERNATIVE  ORGANIZATIONAL  STRUCTURES 


MAJOR  ISSUES 


The  ourent  credit  imion  Qmtem  has  three  tiers:  natiiral  person 
credit  unions,  corporate  credit  unions  (which  serve  natural  person 
credit  unions),  and  US.  Central  (which  operates  on  a  national 
basis  and  serves  corporate  credit  unions). 

The  reason  that  the  current,  three-tiered,  42  corporate  system  is 
being  re-examined  is  wide-spread  divisiveness  and  disagreement 
among  corporates,  between  ACULE  and  some  corporates,  and 
between  U.S.  Central  and  corporates,  as  to  how  the  system  should 
work. 

Resolution  of  these  difiierences  is  important  because  the  CCUN  can 
be  a  much  stronger  competitive  force  on  behalf  of  credit  unions  if  it 
can  operate  in  an  integrated  fashion,  dravnng  on  its  total  potential 
strength,  rather  than  in  a  disintegrated  fashion. 

The  maioT  organizational  issues  facing  the  CCUN  are  as  follows: 

•  The  formal  and  informal  relationships  in  the  multi-tiered 
system  between  U.S.  Central  on  the  one  hand  and  corporates 
and  credit  unions  on  the  other. 

•  The  relationship  between  the  CCUN  and  ACULE,  and 

•  The  efficiency  and  competitive  strength  of  the  CCUN,  and  how 
best  to  build  competitive  advantage  as  a  system. 
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EVALUATION 

OF  ALTERNATIVE 

STRUCTURES 


Each  of  the  five  alternatives  has  inherent  strengths  and 
weaknesses,  as  follows: 

Current  System: 

Strengths: 

•  Closeness  to  and  familiarly  with  markets 

•  Sjrstem  risk  is  diversified 

•  System  has  great  potential  strength  through  cooperation 
Weaknesses: 

•  Many  corporates  too  small  to  be  competitive 

•  Some  corporates  undercapitalized  and  vulnerable  to  risk 

•  Political  divisiveness 

U.S.  Central  Direct  Service  to  Credit  Unions: 
Strengths: 

•  Credit  unions  which  are  uinable  to  get  certain  services  from 
corporates  get  served  as  needed,  within  the  CCUN 

•  Would  keep  business  within  the  CCUN 

•  Would  provide  economies  of  scale 
Weaknesses: 

•  Would  put  U.S.  Central  in  direct  competition  with  corporates, 
causing  increased  divisiveness 
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EVALUATION 
OF  ALTERNATIVE 
STRUCTURES 

(Continued) 


Mergers  into  Regional  Corporates: 

Strengths: 

•  Would  produce  stronger  and  more  viable  units 

•  Would  provide  economies  of  scale 
Weaknesses: 

•  Feasibility:  unwillingness  of  boards  and  management  in  smaller 
corporates  to  subordinate 

•  Would  cause  more  competition  between  surviving  corporates 
VJ&.  Central  Branches: 

Strengths: 

•  Would  produce  stronger  and  more  viable  units,  with  economies 
of  scale 

Weaknesses; 

•  Feasibility:  unwillingness  of  boards  and  management  in 
corporates  to  subordinate 

•  Would  stimulate  competition  between  U.S.  Central  and 
corporates 
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EVALUATION 

OF  ALTERNATIVE  Jointly  owned  service  organizations: 

SmUCTURES 

(CoTitinued)  Strengths: 

•  Would  produce  broader  services  and  economies  of  scale 
Weaknesses: 

•  To  be  efTective,  would  require  wide-spread  agreements  among 
corporates  with  disparate  objectives 
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EVALUATION 
OF  ALTERNATIVE 
STRUCTURES 

(Continued) 


Strengths  and  weaknesses  of  alternative  structures  are 
summarized  in  the  table  below. 


^,  .^i^^x  .''^■^"(^  ooMFMOBONi  WKMinzmoMALsrsucnmB      :.Ss-~™-';;  , . :"  V*| 

" '^sawsBwnas  ■  ■>  ■ 

'  ^ :  'mUDOaSKS 

Current  three-tiered  iy>t«m 
with42oorporat«« 

Close  to  market 
Diversifiwl  riak 
Potantial  cooperative 
strength 

Small  corpora  tes 
Low  capital 
Divisiveness 

VS.  Central  direct  aervioe 
to  credit  unions 

Helps  selected  C.U.'s 
Keeps  business  in  CCUN 

Competition  with 
corporatee 

Regional  corporate  mergers 

Stronger  uniu  help  C.U.'s 

Feasibility  of  achieving 

U.S.  Central  branches 

Stronger  units  help  selected 
C.U.'s 

Feasibility  of  achieving 
Competition  with 

Current  system  with  jointly 
owned  service  corporations 

Scale  economies  and  services 
help  C.U.'s 

Feasibility  of  achieving 
wide-epread  agreement 
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DISCUSSION 


The  principal  criteria  forjudging  these  alternative  structures 
should  be  as  follows: 


•  Likelihood  that  the  organization  structure  will  help  natural 
person  credit  unions  to  compete,  through  broader  products  and 
services  and  greater  efficiency 

•  Ability  of  the  CCUN  to  put  the  organization  structure  in  place 
and  sustain  an  integrated  cooperative  network 

•  Feasibility  of  the  structure,  i.e.  likelihood  that  it  will  operate  as 
intended,  and 

•  Ability  of  the  structure  to  control  risk  in  the  system. 

The  summary  table  of  strengths  and  weaknesses  shows  that  all 
alternatives  considered  would  help  credit  unions  prosper,  to 
varying  degrees,  if  implemented  properly.  In  some  of  the 
alternatives,  direct  U.S.  Central  service  provision  or  branching  will 
help  credit  unions  in  selected  circumstances.  The  same  can  be  said 
for  regional  corporate  mergers,  which  will  help  credit  uinions  in 
regions  where  they  take  place. 

The  most  common  weaknesses  are  feasibility  of  implementation 
and  likelihood  of  causing  further  intra-system  competition.  These 
problems  are  directly  caused  by  the  desire  of  existing  boards  and 
management  groups  to  remain  autonomous,  and  the  desire  by 
different  bodies  to  exert  control  over  the  system. 
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CONCLUSIONS 


The  foregoing  analj^is  strongly  suggests  that  the  current 
three-tiered  system,  if  modified  to  remedy  the  weakness  of  smaller 
corporates  and  to  control  risk  in  the  system,  can  adequately  serve 
credit  unions.  The  strengths  inherent  in  a  national  system  need  to 
be  maintained  and  improved  upon.  U.S.  Central  is  in  an  ideal 
position  to  play  a  national  service  provision  and  risk  oversight 
role;  to  be  effective,  however,  U.S.  Central  must  be  perceived  to  be 
responsive  to  the  needs  of  corporates. 

Changes  to  the  CCUN  are  necessary,  as  made  clear  by  the  survey 
results.  Larger  credit  unions  are  critical  of  the  system  as  it  now 
exists.  Only  50  percent  of  credit  unions  with  over  $500  million  in 
assets  think  that  corporates  are  lower  risk  investment  alternatives, 
and  rate  corporates  as  having  significantly  fewer  competitive 
advantages  than  do  other  credit  unions.  Sixty-four  percent  of 
these  largest  credit  unions  see  distinct  advantages  in  corporate 
mergers.  These  largest  credit  unions  are  the  bellwether  for  credit 
unions  generally,  as  credit  union  consolidation  continues. 

The  weaknesses  in  the  system  caused  by  the  existence  of  smaller 
corporates  who  ctmnot  provide  a  wide  range  of  quality  services  at 
competitive  rates  need  to  be  addressed  by  all  means  available.  In 
some  cases,  this  may  be  mergers  of  smaller  into  larger  corporates, 
where  local  boards  fmd  this  to  be  the  best  solution. 

In  other  cases,  the  boards  of  small  corporates  may  prefer  to 
become  branches  of  U.S.  Central;  we  see  no  reason  why  this  should 
not  occur,  since  it  may  be  the  best  way  for  the  CCUN  to  serve 
credit  unions  competitively,  if  smaller  corporates  view  an  alliance 
with  U.S.  Central  as  preferable  to  an  alliance  with  another 
corporate. 
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The  issue  of  risk  in  the  CCUN  is  not  addressed  per  se  by  any  of  the 
stnictural  alternatives.  Neither  corporate  mergers  nor  U.S. 
Central  branching  will  result  in  stronger  capital  ratios 
immediately.  Stronger  capital  ratios  can  only  result  from  higher 
eaminp  (which  can  come  in  part  from  efficiency  improvements) 
and  from  controlling  deposit  inflows  consistent  with  capital  levels. 

Credit  imions  expressed  a  strong  interest  in  limiting  risk  taken  by 
corporates.  Safety  and  soundness  is  a  leading  criterion  used  by 
credit  unions  in  their  choices  of  where  to  place  their  surplus 
deposits.  Sixly-four  percent  of  credit  unions  believe  that 
corporates  should  not  take  on  more  risk  in  order  to  provide  higher 
yields  on  investments.  Seventy-five  percent  of  the  largest  credit 
unions  feel  this  way,  and  a  third  of  these  largest  credit  unions  feel 
that  their  corporates  are  not  adequately  capitalized. 

These  responses  support  the  thesis  that  the  predominant  risk  in 
the  credit  union  system  should  be  taken  by  natural  person  credit 
unions,  and  that  wholesale  institutions  like  corporates  and  U.S. 
Central  should  be  relatively  more  conservative  investors.  This  is 
logical,  given  the  greater  systemic  risk  involved  in  the  wholesale 
institutions,  particularly  in  U.S.  Central.  This  is  not  to  say, 
however,  that  corporates  should  not  take  any  risk,  if  properly 
compensated  for  by  hedging,  capital,  and  reserves.  The  risk-based 
capital  guidelines  under  which  corporates  now  operate  are  a  major 
step  in  this  process. 

Some  level  of  competition  may  inevitably  exist  between 
U.S.  Central  and  some  corporates.  The  only  two  wajrs  to  totally 
eliminate  this  competition  would  be  to  either  (1)  make  all 
corporates  branches  of  U.S.  Central  (not  feasible)  or  (2)  to  force 
smaller  corporates  to  merge  into  large  regional  corporates  and  take 
steps  to  prevent  U.S.  Central  from  providing  services  to  anyone 
but  corporates  (also  not  feasible). 
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u 


Our  view  is  that  some  level  of  competition  within  the  CGUN  is 
^healthy  and  good  for  credit  unions.  Competition  must  co-exist 
/  with  system-wide  cooperation  in  areas  like  technology  and 
product^service  development] 


FEAsraiLmroF 

AN  ALTERNATIVE 
PAYMENTS  SYSTEM 


The  Corporate  Forum  has  expressed  interest  in  whether  the 
CCUN  could  establish  a  system  or  systems  which  would  allow 
corporates  to  by-pass  the  Federal  Reserve  banks  which  the 
corporates  currently  use  for  item  collection  and  clearings. 

Currently,  corporates  typically  act  as  intermediaries  between  their 
member  credit  imions  and  Fed  district  banks  and  other 
correspondents.  A  decision  to  by-pass  the  Fed  or  other 
correspondent  by  forming  or  utilizing  an  alternative  network  must 
logically  be  based  on  an  economic  rationale.  That  is,  the 
alternative  mechanism  must  benefit  member  credit  unions  by 
offering  equal  or  superior  funds  availabihty,  and  lower  fees.  Our 
analysis  shows  that: 

*  Due  to  the  marked  volume-driven  cost/availability  advantage 
eiyoyed  by  the  Fed  system,  it  is  not  feasible  for  the  CCUN 
acting  independently  to  form  its  own  national,  self-contained 
network  for  clearing  and  collecting  paper  items  -  sharedrafts  - 
on  a  cost-effective  basis. 

•  However,  it  is  feasible  for  the  CCUN  to  utilize  alternative 
private  sector  alternatives  to  clear  and  collect  paper  items,  if  the 
alternative  network  used  already  has  a  large  volume  of  paper 
items  -  both  checks  and  sharedrafts.  In  fact,  numerous 
instances  of  this  already  exist  in  the  form  of  cooperative 
ventures  among  a  group  of  credit  xmions,  utilizing  a  large 
private  sector  vendor.  Membership  in  a  regional  clearinghouse, 
where  possible,  would  also  offer  viable  bypass  options. 
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FEASmnJTY  OF 
AN  ALTERNATIVE 
PAYMENTS  SYSTEM 

(Continued) 


As  electronic  settlement  replaces  the  physical  movement  of 
paper  items  in  the  payments  S3rstem,  the  feasibility  of  a 
dedicated  CCUN  payments  network  will  increase,  becaiise 
transportation  cost  will  be  dramatically  reduced,  payments 
processing  will  be  streamlined,  and  funds  availability  improved. 
A  national  system  of  larger  corporates  working  in  coiyunction 
with  U.S.  Central  should,  in  an  electronic  payments 
environment,  be  able  to  by-pass  intermediaries  for  most 
payments,  if  the  necessary  investment  in  technology  is  made. 
Alternatively,  the  CCUN  system  could  utilize  the  existing 
technological  infrastructure  offered  by  a  private  vendor. 
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SUMMARY 


The  sximmary  structural  recommendation  is  to  retain  a 
three-tiered  system  with  VS.  Central  performing  a  national  role  in 
support  of  the  corporates,  and  with  a  variety  of  devices  used  to 
btiild  larger  full-service  corporate  credit  xmions.  This  will  reqxiire 
more  policy  agreement  between  corporates  and  U.S.  Central,  which 
would  be  facilitated  by  balanced  representation  by  corporates  on 
the  U.S.  Central  Board,  and  by  an  improved  relationship  between 
corporates  and  ACULE. 


GOVERNANCE  OF 
U.S.  CENTRAL 


The  Board  of  U.S.  Central  should  be  restructured  to  include  more 
corporate  representation,  in  order  to  bring  U.S.  Central  policy  and 
the  needs  of  corporates  into  closer  alignment. 


VS.  CENTRAL 
BRANCHING  AND 
ALTERNATIVE 
SERVICE 
AGREEMENTS 


If  individual  smaller  corporates  wish  to  become  branches  of  U.S. 
Central,  this  should  be  allowed  to  happen. 

An  alternative  is  for  U.S.  Central  to  provide  service  directly  to  a 
credit  xmion,  under  the  sponsorship  of  the  local  corporate,  in  cases 
where  the  corporate  cannot  meet  the  need. 

A  third  alternative  is  for  another  corporate  (other  than  the  local) 
to  provide  the  needed  service. 

It  is  to  the  advantage  of  the  CCUN  to  offer  credit  unions  the  best 
service  available  on  the  best  terms  possible,  and  to  allow  credit 
unions  to  select  the  most  attractive  alternative.  Corporates  should 
also  be  free  to  select  partners.  Market  competition  will  not 
damage  the  CCUN;  poUtical  competition,  motivated  by  need  for 
control,  will. 
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RECOMMENDATIONS:  ALTERNATIVE  STRUCTURES,  Continued 


•  SERVICE  U.S.  Central  should  initiate  efforts  to  analyze  opportunities  for 

CORPORATIONS  joint  efibrts  to  develop  new  products  and  services,  to  jointly 

AND  COOPERATIVE  process  transactions,  and  to  provide  advanced  technology-based 

yjlRANGEMENTS  services  to  credit  unions,  throu^  corporates:  these  joint 

arrangements  should  be  available  to  all  corporates.  Corporates 
shoiild  investigate  potential  arrangements  for  sharing  services 
with  each  other. 
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IMPROVE 
CAPITAL  RATIOS 


Capital  ratios  in  corporates  have  fallen  as  deposit  growth  resulting 
from  high  liquidity  in  credit  unions  has  out-paced  earnings. 
Ck>rporates  need  to  quickly  put  in  place  strategies  for  improving 
capital  ratios.  Principal  components  of  capital  strategy  will  be 
pricing,  expense  control,  and  deposit  growth  rate.  It  seems 
imperative  for  corporates  to  build  capital  so  that  increased 
investment  risk,  necessary  to  produce  higher  3rields  and  satisfy 
customer  demand,  can  be  tolerated,  consistent  with  safety  and 
soundness. 


COST  MEASUREMENT 
SYSTEMS 


As  corporates  increase  their  offerings  to  stay  competitive  and 
improve  earnings,  they  must  have  detailed  information  on  their 
costs  to  produce  and  deUver  each  service.  Cost  studies  can  be 
addressed  by  corporates  acting  individually,  or  can  be  addressed 
collectively,  using  a  common  methodology.  Joint  action,  organized 
and  sponsored  by  the  Corporate  Forum,  would  insure  earher 
results. 
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